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State and Local Governmental 
Developments— 1999
Economic and Industry Developments
What are some of the significant economic events of the past year that 
are relevant to state and local governments?
Most state governments ended fiscal 1998 with record surpluses, 
continuing a trend of growing surpluses since 1993. Overall, state 
reserves are at their highest levels since 1980, ending 1998 with 
$36 billion in reserves—9 percent of general fund expenditures. 
Among the factors contributing to this increase are the strong 
national economy and increasing revenues, including an 11.2 
percent increase in personal income-tax revenues in 1998. Tax- 
revenue increases have continued in fiscal 1999 also, rising 6.6 
percent in the third quarter of 1998 and 7.5 percent in the fourth 
quarter. Among the factors resulting in increased revenues from 
personal income taxes are the strong stock market and a cut in the 
federal capital gains tax. This tax cut has motivated many people 
to cash in securities and stock options and, as a result, to increase 
their reported incomes. Unfortunately, state and local govern­
ments that receive most of their money from property-tax rev­
enues may have lost out on the revenue surge.
Surpluses have led to tax cuts in many states. Since 1995, at least 
twenty-five states have cut taxes each year. During the 1998 legisla­
tive sessions, tax cuts were enacted in thirty-seven states, up from 
thirty-five states in the prior year, although most cuts were moder­
ate. These cuts reduced state revenues for fiscal 1999 by $8.1 bil­
lion. However, taxes are not being cut at all levels. For example, 
average city and county sales-tax rates rose to record levels in 1998.
Although revenues have been increasing, state and local govern­
ments are still concerned about decreases in future tax collections 
resulting from the effect of Internet sales on sales-tax revenues. A 
recent study estimated that retail sales on the Internet totaled
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$4.8 billion in 1998 and predicted that they would reach $25 bil­
lion in 2002. The question of how Internet sales will affect sales 
taxes has been made more urgent as a result of the enactment of 
the Internet Tax Freedom Act (Public Law 105-288). The Inter­
net Tax Freedom Act, which went into effect beginning October 
1, 1998, has four major components:
1. A moratorium on federal Internet or Internet-access taxes
2. A declaration that the Internet should be free of international 
tariffs, trade barriers, and other restrictions
3. A three-year ban on new taxes imposed on Internet access and 
on multiple or discriminatory taxes on electronic commerce
4. The creation of the Advisory Commission on Electronic 
Commerce to conduct a study of international, federal, 
state, and local taxation strategies for the Internet
The ban on new taxes is supported by legislators who take the po­
sition that Internet commerce needs protection from the limiting 
effects of taxation by local jurisdictions on sales over the Internet. 
Critics argue that it will result in lost revenues to state and local 
governments and inequity between local retailers and Internet 
merchants.
Internet sales are only one aspect of the issue of electronic com­
merce. Electronic commerce also includes electronic procure­
ment systems; electronic filing of licenses, registrations, and 
applications; electronic fee payments; and interactive Web sites, 
among others. As electronic commerce increases, the resulting 
changes in the way governments operate can affect the govern­
ment’s internal control environment. (See the discussion in the 
section of this Audit Risk Alert titled “Internal Control Issues.”)
Another ongoing issue that state and local governments are tack­
ling is deregulation in the electric power industry. Deregulation 
means that electric companies will no longer be operating under 
state-protected monopolies, but will be forced to compete for cus­
tomers. Deregulation is being implemented in eighteen states and 
considered in many others. As states consider allowing customers 
to choose among power suppliers, including those from other
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states, local governments are being asked by electric power sup­
pliers to reduce the property taxes they pay on generating equip­
ment. Suppliers say they need these reductions to compete in a 
deregulated environment. This could negatively affect state and 
local government revenues. Deregulation will also affect state and 
local government revenues in other ways. For example, state and 
local governments often collect utility taxes or charges that are 
based on a percentage of sales dollars, which may decrease as 
competition increases. Also, those governments that provide elec­
tric service to customers may lose revenue as local customers 
choose other providers.
Regarding welfare reform, the Personal Responsibility and Work 
Opportunity Reconciliation Act of 1996 (Public Law 104-193) 
and its Temporary Assistance to Needy Families (TANF) block 
grant resulted in some spending increases. The law eliminated 
automatic entitlement to welfare benefits for mothers and chil­
dren who qualify, gave states broad authority over their own wel­
fare programs, and changed the form of federal funding to block 
grants. Although the number of individuals on welfare in the 
United States has dropped by 27 percent, states have needed to 
shift spending to programs that provide accessible transportation, 
child care, and other support to enable these new workers to be 
successful in the workforce. As a result, overall spending on 
welfare efforts has increased. Additionally, as the welfare rolls 
decrease, a greater proportion of the remaining rolls are made up 
of the hardest-to-place individuals—those with low basic skills, 
alcohol or substance abuse problems, chronic health problems, 
and learning disabilities. These individuals generally need more 
intensive, and costly, case-management services.
Another concern regarding welfare reform is the potential to lose 
federal funding. Under the new law, states are required to use fed­
eral funding to meet certain targets. Primary among these are work- 
participation rates. States are eligible for a bonus for exceptional 
performance. However, if states do not meet these targets, the 
amount of state funding required could increase. As states work 
to meet work-participation rates and compete for bonus TANF 
dollars based on job placement, retention, and earnings, they face
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the challenge of helping new workers stay employed, build a work 
history, and advance to better-paying jobs. They are also outsourc­
ing more of the tasks of administering welfare programs, resulting 
in a number of new issues, such as the loss of public-sector jobs and 
monitoring the quality of the work provided by contractors.
Also, state and local governments are another year closer to the 
Year 2000 Issue. Problems resulting from the millenium bug may 
have significant effects on governments and implications for the 
audit. See the section of this Audit Risk Alert titled “The Year 2000 
Issue” for a further discussion.
Executive Summary— Economic and Industry Developments
• Many states continue to see increasing revenues, leading to surpluses 
and tax cuts.
• Among the concerns that state and local governments are addressing 
are the effect o f the Internet on sales-tax revenues, deregulation in 
the electric power industry, and welfare reform.
• In addition, state and local governments are another year closer to the 
year 2000 and the potential problems that can result.
Regulatory, Legislative, and Other Developments
Single Audit Guidance Update
Have there been any updates to single audit guidance in the last year 
that auditors of state and local governmental units should be aware of?
1999 Compliance Supplement Revisions Issued
The Compliance Supplement (the Supplement) is based on the re­
quirements of the Single Audit Act Amendments of 1996 (the Act) 
and Office of Management and Budget (OMB) Circular A-133, 
Audits o f States, Local Governments, and Non-Profit Organizations 
(Circular A-133), which provide for the issuance of a compliance 
supplement to assist auditors in performing the required audits. 
It serves to identify existing compliance requirements that the 
federal government expects to be considered as part of an audit in 
accordance with the Act and Circular A-133.
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In May 1998, the OMB issued the 1998 OMB Circular A-133 
Compliance Supplement (1998 Supplement), which was effective 
for audits of fiscal years beginning after June 30, 1997. It super­
seded the June 1997 Provisional Supplement and is available on the 
OMB's Web site, http://www.whitehouse.gov/OMB, and from the 
Government Printing Office (GPO) (Stock No. 41-001-0057-2). 
For the eighty-five programs included in the 1998 Supplement, 
information is included to assist auditors in understanding the 
federal program’s objectives, procedures, and compliance require­
ments. Part 7 of the Supplement, “Programs Not Included in 
This Supplement,” provides guidance to assist auditors in deter­
mining compliance requirements relevant to the audit, audit objec­
tives, and suggested audit procedures for programs not included in 
the Supplement.
Keeping its commitment to update the Supplement on a regular 
basis and to continue to expand the number of programs in­
cluded in it, the OMB has issued a 1999 Supplement. The 1999 
Supplement adds approximately thirty-five additional federal 
programs and provides updates and revisions to existing pro­
grams. Some of the more significant changes in the 1999 Supple­
ment are—
• Removal of the reference to the separate U.S. Department of 
Housing and Urban Development (HUD) Supplement for 
Housing Authorities. As noted in last year’s Audit Risk Alert 
State and Local Governmental Developments—1998, HUD 
had previously issued interim guidance to address the 
unique requirements of audits of Public and Indian Housing 
Authorities in “Public and Indian Housing Compliance 
Supplement for Annual Audits of Public Housing Agencies 
and Indian Housing Authorities by Independent Auditors.” 
With the 1999 revision to the Supplement, this interim 
guidance is no longer applicable. The programs in the exist­
ing HUD supplement have either been added to the 1999 
Supplement or will be covered by Part 7 of the Supplement.
• An addition to Part 3, “Compliance Requirements,” under 
“N. Special Tests and Provisions,” to clarify the auditor’s
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responsibility to test for compliance with the year 2000 
problem in computer systems.
A notice of availability of the 1999 Supplement was published in 
the May 17, 1999, Federal Register. A printed copy can be obtained 
from the GPO (Stock No. 041-001-00522-6). The OMB will 
also be posting an electronic copy of the 1999 Supplement on the 
OMB Web site at http://www.whitehouse.gov/OMB, under the 
“Grants Management” heading.
Data Collection Form Instructions Clarified
Submission of the data collection form is a key part of complet­
ing a single audit.1 This form assists the federal government in ac­
cumulating information regarding the thousands of single audits 
that are performed. The Federal Audit Clearinghouse (FAC) is 
the entity that is responsible for receiving data collection forms 
and report submissions. It is also responsible for maintaining the 
database of completed reports. During 1998, the FAC processed 
approximately 22,000 Circular A-133 audits and related data col­
lection forms. The database of the forms is accessible on the FAC 
Web site at http://harvester.census.gov/sac.
The information required to be included in the data collection 
form represents a summary of the information contained in the 
reporting package, including the auditor's reports and the auditee's 
schedule of expenditures of federal awards. Circular A-133 requires 
the auditee to complete and sign certain sections of the form that 
state whether the audit was completed in accordance with Circular 
A-133. Further, information is required to be provided about the 
auditee, its federal programs, and the results of the audit. The audi­
tor is also required to complete certain sections of the data collec­
tion form, including information on the results of the financial
1. The data collection form and related instructions are available from the Federal Audit 
Clearinghouse (FAC) in various word processing packages (that is, Microsoft Word 
and WordPerfect). These electronic versions o f  the form are available from the FAC 
Web site at http://harvester.census.gov/sac. Auditors are not permitted to create their 
own electronic version o f  the form. The form and instructions can also be obtained 
from the O M B ’s Web site at http://www.whitehouse.gov/OM B. A  printed copy can 
also be obtained from the FAC at (888) 222-9907. T he form number is SF-SAC. The 
FAC is also currently  working on a process for electronic submission. Auditors can fol­
low developments on this project by periodically reviewing the FAC Web site.
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statement audit and the audit of the federal programs. It is impor­
tant for both the auditor and auditee to follow carefully the detailed 
instructions that accompany the form.
Unfortunately, most forms submitted in 1998 were rejected the 
first time they were processed due to errors in the information pro­
vided. As a result, in November 1998, the FAC revised the instruc­
tions to the form to provide clarifications for the most frequent 
causes of rejection. Copies of the new instructions, along with an 
extra copy of the form, were mailed to every auditor and auditee 
that submitted a form in the prior year. No changes have been 
made to the data collection form itself. A copy of the revised in­
structions, along with the form, can be found on the FAC Web site 
or on the OMB’s Web site at http://www.whitehouse.gov/OMB/ 
grants. If auditors or auditees have any questions on completing 
the form, they should contact the FAC at (301) 457-1551.
Although there has been a reduction in the frequency of errors, 
the FAC continues to report certain common problems with the 
forms that they are receiving. The FAC staff do not test the data 
provided on the data collection form. However, edit checks are 
built into the processing system to detect common errors. For ex­
ample, if an item is not filled out completely or if an answer in 
one part of the form is not consistent with a similar answer in an­
other part, the form is rejected. When this occurs, the FAC re­
turns the form to the auditee with instructions on why the form 
was rejected. The auditee is responsible for correcting the form, 
including signing it again (resignature). Resignature by the audi­
tor is also required if Part II or III is affected. If the auditee does 
not resubmit a rejected form correctly to the FAC, the FAC 
records will indicate that the auditee has not complied with the 
Circular A-133 audit requirement. The following information 
details some of the continuing problems noted by the FAC and is 
included to help auditors and auditees avoid making similar er­
rors in future submissions.
Dollar Threshold to Distinguish Between Type A  and Type B  
(Part III, Item 2, o f the Form). Many auditors have erroneously in­
dicated a dollar threshold of less than $300,000. This is incorrect 
because the floor for the threshold is $300,000. Some auditors
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have also mistakenly indicated two thresholds. Others have mis­
takenly indicated no threshold. In responding to this part of the 
form, the auditor should include the result of Step 1 in the risk- 
based approach (described in section .520(b) of Circular A-133). 
The dollar amount should always be $300,000 or more.
Federal Agencies Required to Receive the Reporting Package (Part III, 
Item 5, o f the Form). Only federal agencies affected by audit find­
ings should be identified as needing to receive a copy of the re­
porting package (described in section .320(d) of Circular A-133). 
If no federal agency is required to receive a copy of the reporting 
package, the auditor should mark “None.” Auditees must send 
the FAC one reporting package for each federal agency identified 
in Part III, Item 5, plus one archival copy for the FAC.2 For ex­
ample, consider an auditee that has four federal awards that were 
received directly from four federal agencies. Further, assume that 
the current-year single audit resulted in audit findings on one of 
the four federal awards and that the summary schedule of prior 
audit findings included the status of a prior-year finding related 
to a second federal award that had no current-year audit findings. 
In this example, the auditee would be required to submit three re­
porting packages to the FAC—one for the FAC to retain as an 
archival copy, one for the federal agency that provided federal 
awards that had current-year findings associated with them, and 
one for the federal agency where the summary schedule of prior 
audit findings reported the status of a prior-year finding.
A common error has been for auditors to mark all federal agen­
cies that provided funding, regardless of whether there were audit 
findings from awards provided directly by the federal agency. An­
other common error has been to mark “Commerce” because the 
FAC is a part of the Department of Commerce. “Commerce” 
should be marked only if there are audit findings relating to 
Commerce programs. As a result, reports were sent to the FAC 
that were not needed, causing an unnecessary paper flow from 
the auditee to the FAC and certain federal agencies.
2. Auditors should also note that Circular A -133, section .320(e), provides guidance on 
when a subrecipient needs to submit the reporting package or other information to 
the pass-through entity.
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CFDA Number (Part III, Item 6(a), o f the Form). Failure to in­
clude the Catalog of Federal Domestic Assistance (CFDA) num­
ber has also caused many rejected reports. Auditees should 
consult with their federal awarding agency or pass-through entity 
to obtain the CFDA number. For research and development pro­
grams that do not have a CFDA number, the auditor should 
enter the federal agency’s two-digit prefix (as listed in appendix 1 
of the data collection form instructions) followed by a period and 
the letters “RD.” For example, a Department of Health and Human 
Services (HHS) research program would be entered as “93.RD.” 
For other programs that do not have a CFDA number, the audi­
tor should enter the federal agency’s two-digit prefix (as listed in 
appendix 1 of the data collection form instructions). For example, 
an HHS program would be entered as “93.” Alternately, if a con­
tract number is available (such as 99999) the auditor could enter 
the CFDA number as “93.99999.”
Audit Findings and Questioned Costs (Part III, Item 7, o f the Form). 
This section of the data collection form must be completed in its 
entirety for every audit under Circular A-133, regardless of 
whether audit findings and questioned costs were noted. Also, 
question 7(b) asks the auditor to identify the types of compliance 
requirements. Auditors should note that the only types of compli­
ance requirements that should be listed are those requirements 
with audit findings (including questioned costs) associated with 
them. Some auditors have been incorrectly listing all requirements 
that were tested for a particular program. If no audit findings are 
noted, question 7(b) should be answered with the letter “O.”
Cognizant or Oversight Agency fo r A udit (Part 1, Item 9, o f the 
Form). Only recipients expending more than $25 million a year 
in federal awards are assigned a cognizant agency for audit. Because 
this threshold is so large, most auditees have only an oversight 
agency for audit. Sections .400(a) and .400(b) of Circular A-133 
provide guidance on determining the cognizant or oversight 
agency for audit. Most often, the federal awarding agency pro­
vides the predominant amount of direct funding. Cognizant assign­
ments are established every five years. For purposes of the data 
collection form, the auditee should identify only one federal agency
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as the cognizant or oversight agency for audit. Further, the cog­
nizant or oversight agency for audit is always a federal agency, and 
a pass-through entity should not be identified as a cognizant or 
oversight agency for audit.
Executive Summary— Single Audit Guidance Update
• The OMB has issued a 1999 revision to the OMB Circular A -133 
Compliance Supplement.
• The instructions to the data collection form have been clarified in an 
attempt to help auditees and auditors fill out the form correctly, so the 
form is not rejected by the FAC.
• The FAC continues to find problems— although in somewhat reduced 
numbers— with the data collection forms that are being submitted.
• Auditors should review the continuing problems with the data collec­
tion form to help avoid making similar errors in future submissions.
President’s Council on Integrity and Efficiency Audit 
Review Guides Expected
It has been almost two years since sweeping changes were made to 
the rules for single audits. The OMB has recently communicated 
its desire to the Inspector General (IG) community for more infor­
mation about the quality of the audits that are being performed. As 
a result, a significant increase in the number of desk reviews and 
quality control reviews performed by IGs is expected during the 
next several years. To assist the IGs in performing these reviews, the 
President’s Council on Integrity and Efficiency (PCIE) Audit 
Committee is expected to issue a revision to both the initial review 
guide and the quality control review guide by mid-1999. The 
guides are being updated to reflect the new single audit rules and 
will be available upon their completion on the IG Web site at 
http://www.ignet.gov.
Among other things, the initial review guide is used by the IGs as 
part of a quality control review in assuring that the audit reports 
issued in a single audit meet applicable reporting standards and 
Circular A-133 reporting requirements. The quality control re­
view guide is used by the IGs as a tool in assuring that the audits 
are conducted in accordance with applicable standards and meet
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single audit requirements. They are both used to identify whether 
any follow-up audit work is needed.
Upon issuance, auditors should consider reviewing the updated 
guides to gain an understanding of what the IGs will be looking 
for in their reviews to help ensure that their engagements meet the 
criteria identified.
OMB Cost Circulars Update
Have there been any updates to the OMB Cost Circulars that auditors 
may need to be aware of? What are the auditor’s responsibilities with 
respect to the OMB Cost Circulars as part of a single audit?
Auditors involved with audits of federal awards to colleges and 
universities should be aware that the OMB issued revisions to 
OMB Circular A-21, Cost Principles for Educational Institutions, in 
October 1998. The revisions were published in the October 27, 
1998, Federal Register and the recompiled Circular is posted on 
the OMB Web site at http://www.whitehouse.gov/OMB/grants. 
The comparison of the various OMB cost principles Circulars in­
cluded in the 1999 Supplement has been updated for the 1998 
Circular changes (see Part 3 of the Supplement).
The 1998 changes to OMB Circular A-21 include establishing a 
review process for large research facilities, establishing a utility 
cost adjustment, clarifying the computation of use allowance and 
depreciation, and allowing trustees’ travel expenses.
The various OMB Cost Circulars applicable to state and local 
governments (for example, Circular A-21 and Circular A-87, Cost 
Principles for State, Local, and Indian Tribal Governments) describe 
selected cost items, allowable and unallowable costs, and standard 
methodologies for calculating indirect cost rates. The following 
describes the auditor’s responsibilities with regard to the various 
OMB Cost Circulars in a single audit.
In addition to the auditor’s responsibilities related to compliance 
under Government Auditing Standards and under Statement on 
Auditing Standards (SAS) No. 34, Illegal Acts o f Clients (AICPA, 
Professional Standards, vol. 1, AU sec. 317), Circular A-133 requires
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the auditor to determine whether the auditee has complied with 
laws, regulations, and the provisions of contracts or grant agree­
ments that may have a direct and material effect on each of its 
major programs (herein referred to as compliance requirements). 
A single audit results in the auditor expressing an opinion on the 
auditees compliance with these compliance requirements for 
each of its major programs. Part 3 of the Compliance Supplement 
lists and describes the fourteen types of compliance requirements 
and the related audit objectives that the auditor should consider 
in every audit conducted under Circular A-133, with the excep­
tion of program-specific audits performed in accordance with a 
federal agency’s program-specific audit guide. One of the types of 
compliance requirements that the auditor is required to consider is 
allowable costs/cost principles. Part 3 of the Compliance Supplement 
states that the audit objective for allowable costs/cost principles is 
for the auditor to determine whether the organization complied 
with the provisions of the applicable OMB Cost Circulars. Part 3 
also provides suggested audit procedures for testing allowable 
costs/cost principles. Auditors should refer to the Compliance 
Supplement for further information.
Two OMB Circular A-133 Delayed Implementation Provisions 
Become Effective in 1999
When Circular A-133 was originally issued in 1997, the OMB 
allowed a delayed implementation for two provisions. Auditors 
performing Circular A-133 audits should be aware that these pro­
visions become effective in 1999.
The first provision relates to the timing of the submission of the 
reporting package and data collection form by the auditee to the 
FAC. The Circular originally required this submission to be made 
within the earlier of thirty days after receipt of the auditor's reports 
or thirteen months after the end of the audit period. However, for 
fiscal years beginning after June 30, 1998, the submission must be 
made within the earlier of thirty days after receipt of the auditor's 
reports or nine months after the end of the audit period. Auditors 
should consider whether this change could affect the timing of 
the audit. For example, a report for the fiscal year ending June 30,
18
1999, would be due the earlier of thirty days after receipt of the 
auditors report or March 31, 2000.
The second provision relates to a restriction on auditors who pre­
pare indirect cost proposals or cost allocation plans. For audits 
beginning after June 30, 1998, those auditors may not also be 
selected to perform the Circular A-133 audit if the indirect costs 
recovered by the auditee exceeded $1 million. This restriction 
applies to the base year used in the preparation of the indirect 
proposal or cost allocation plan and to any subsequent years in 
which the resulting indirect cost agreement or cost allocation 
plan is used to recover costs. For example, an auditor who prepares 
an indirect cost proposal or cost allocation plan that is used as the 
basis for charging indirect costs in the fiscal year ending June 30, 
1999, is not permitted to perform the 1999 single audit (assuming 
that the indirect costs recovered during the prior year exceeded 
$1 million).
Guidance for Implementing OMB Circular A-133
Has the AICPA issued any nonauthoritative guidance for implementing 
Circular A-133?
The AICPA Practice Aid Auditing Recipients o f Federal Awards: Prac­
tical Guidance for Applying OMB Circular A-133, Audits of States, 
Local Governments, and Non-Profit Organizations (Product No. 
008730)3 was issued to provide auditors of states, local govern­
ments, and not-for-profit organizations that receive federal awards 
with nonauthoritative practical guidance on auditing and report­
ing on single audits and program-specific audits under—
• The Single Audit Act Amendments of 1996.
• Circular A-133.
3. Generally accepted auditing standards (GAAS) requirements are discussed in the 
Practice Aid to the extent that they are necessary to explain the related requirements 
o f  Government A uditing Standards. Auditors should refer to Statement o f  Position 
(SOP) 98-3, Audits o f States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards, and relevant AICPA Audit and Accounting Guides, such as 
Audits o f State and Local Governmental Units or Health Care Organizations, for addi­
tional information.
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• The 1994 revision of Government Auditing Standards (also 
referred to as the Yellow Book), issued by the Comptroller 
General of the United States General Accounting Office. 
Government Auditing Standards incorporate generally accepted 
auditing standards (GAAS) issued by the AICPA.
The Practice Aid—
• Presents and discusses the contents of the Single Audit Act 
Amendments of 1996, OMB Circular A-133, and the pro­
visional A-133 Compliance Supplement. (See the next para­
graph for note.)
• Discusses issues relating to procuring audit services for a 
Circular A-133 audit.
• Discusses the planning of the single audit and the selection 
of major programs using the Circular A-133-mandated 
risk-based approach.
• Discusses audit procedures relating to internal control and 
compliance.
• Discusses the reporting requirements for a single audit.
• Discusses the Circular A-133 requirements for conducting 
and reporting on a program-specific audit.
• Presents a comprehensive case study that applies the Circular 
A-133 requirements to an illustrative auditee.
• When applicable, refers the reader to additional guidance in 
GAAS; Government Auditing Standards; and Statement of 
Position (SOP) 98-3, Audits o f States, Local Governments, and 
Not-for-Profit Organizations Receiving Federal Awards.
• Is provided with a companion booklet that includes addi­
tional materials, such as checklists and sample reports.
Note that the Practice Aid was published before the OMB's issuance 
of the 1998 and 1999 Compliance Supplements. Readers of the 
Practice Aid should review appendix V of the 1998 and 1999 Com­
pliance Supplements (which lists the changes made each year in the
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Supplement), and any other pronouncements that may affect mat­
ters addressed in the Practice Aid.
Illustrative Single Audit Information Available on AICPA Web Site
Are any of the illustrative reports from SOP 98-3 available in an 
electronic format?
The AICPA has made the illustrative auditor's reports from ap­
pendix D of SOP 98-3 available on the AICPA Web site at 
http://www.aicpa.org/belt/a133main.htm. These illustrations 
can either be viewed or downloaded. It should be noted that the 
electronic versions of the illustrative reports have been updated 
for the issuance of SAS No. 87, Restricting the Use o f an Auditors 
Report (AICPA, Professional Standards, vol. 1, AU sec. 532). See 
the related discussion in the section of this Audit Risk Alert titled 
“Recent Auditing Pronouncements Issued.”
In addition to the electronic auditor's reports, the AICPA has also 
included other electronic single audit information on its Web site 
at the address above. For example, electronic versions of the illus­
trative schedules of expenditures of federal awards and schedule 
of findings and questioned costs from appendixes C and E of 
SOP 98-3 are included. Also, a listing of unofficial frequently 
asked questions and answers regarding Circular A-133 is included 
to assist auditors.
Recent Federal Aviation Administration Activities
Has the FAA issued any recent audit guidance related to public airports?
FAA Guidance on Reporting Under the Airport 
Improvement Program
The Federal Aviation Reauthorization Act o f 1996, section 805 
(49 USC 47107(m)), requires public agencies that are subject to 
the Single Audit Act Amendments of 1996 that have received 
federal financial assistance for airports to include as part of their 
single audit a review and opinion of the public agency’s funding 
activities with respect to their airport or local airport revenue sys­
tem. Auditors with airport clients should be aware that the U.S.
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Department of Transportation, Federal Aviation Administration 
(FAA), issued a notice in the February 16, 1999, Federal Register 
(64 FR 7675) titled Policy and Procedures Concerning the Use o f 
Airport Revenue. This policy is a result of long-standing problems 
the FAA has had over airports diverting revenue from airport op­
erations, which the FAA may recover under 49 USC 47107(n).
The Federal Register notice provides guidance both on the defin­
ition of airport revenue diversion and the audit requirements. 
The notice provides that the opinion required by 49 USC 
47107(m) is required when the Airport Improvement Program 
(AIP) grant (CFDA 20.106) is audited as a major program 
under Circular A-133 and that the auditor reporting require­
ments of Circular A-133 satisfy the opinion requirement. How­
ever, the notice provides that the AIP grant may be selected as a 
major program based on either the risk-based approach pre­
scribed in section .520 of Circular A-133 or the FAA designating 
the AIP grant as a major program under section .215(c) of 
Circular A-133. Also, since the selection under section .215(c) 
is a part of the single audit in accordance with the 49 USC 
47107(m), the audit costs should be allocated in accordance 
with the auditees established practice for allocating the cost for 
its single audit, regardless of how the AIP grant is selected for 
audit. That is, if the FAA designates the AIP grant as a major 
program under section .215(c) of the Circular, the FAA would 
not have to pay the full incremental costs associated with audit­
ing the AIP grant as a major program.
Revisions to Passenger Facility Charge Audit Guide
Auditors of public airports should be aware that the FAA is in the 
process of updating its audit guide for passenger facility charges 
(PFCs), titled Passenger Facility Charge A udit Guide for Public 
Agencies. PFCs are the $1 to $3 fee added to many airline passen­
gers’ airfare. The airlines collect these fees and submit them to the 
appropriate airports. The airports then use the PFCs on certain 
airport projects. The main purpose of the proposed revisions to 
the guide is to update the guide for the Single Audit Act Amend­
ments of 1996 and the 1997 revisions to Circular A-133.
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Auditors engaged to audit PFC accounts are required, among other 
things, to report on the fairness and reasonableness of the airport's 
procedures for receiving, holding, and using PFC revenues. Audi­
tors should note that PFCs are not considered to be federal 
awards as defined by Circular A-133. However, PFC regulations 
allow the PFC audit to be performed as a separate audit or as part 
of an audit under the Single Audit Act Amendments of 1996 
(even though it is not a federal award). The guide will clarify that 
under the latter option, the auditor should treat the PFC pro­
gram as if it were a major program. Further, the revised guide is 
expected to caution auditors to avoid certain pitfalls when using 
the single audit option. For example, because it is not a federal 
award, auditors should not include the PFC program when eval­
uating whether the percentage-of-coverage rule has been met. 
Further, auditors should not include PFC program information 
on the data collection form. Finally, the PFCs should not be in­
cluded as part of the schedule of expenditures of federal awards or 
the schedule of findings and questioned costs. The guide will 
clarify that a separate schedule of expenditures of PFCs and 
schedule of PFC findings and questioned costs should be pre­
pared. A final guide is expected in the third quarter of 1999. Audi­
tors should watch for developments in this area.
Housing and Urban Development Programs
What recent changes has HUD made with respect to its programs that 
affect audits of state and local governments?
HUD has published revised Uniform Financial Reporting Standards 
for HUD Housing Programs (see Federal Register, September 1, 
1998) to establish uniform annual financial reporting standards 
for H U D 's public housing, section 8 housing, and multifamily 
insured housing programs. The rule requires not-for-profit, for- 
profit, and public housing agency (PHA) project owners of HUD- 
assisted housing (which already, under longstanding regulatory 
and contractual requirements, submit financial information on 
an annual basis to HUD) to submit this information electroni­
cally to HUD. The rule also requires that the annual financial
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information submitted to HUD be prepared in conformity with 
generally accepted accounting principles (GAAP).
O f specific interest to auditors of state and local governmental 
units is how these changes affect PHAs. For PHAs (as recipients 
of assistance under sections 5, 9, or 14, or as contract administra­
tors of the various section 8 assisted housing programs listed in 
the revised Uniform Financial Reporting Standards for HUD 
Housing Programs), the requirement of electronic submission of 
GAAP-based financial reports, in the manner and the format pre­
scribed by HUD, would begin with those PHAs with fiscal years 
ending September 30, 1999, and later. Unaudited financial state­
ments would be required sixty days after the PHA’s fiscal year end 
(for example, November 30, 1999), and audited financial state­
ments would be required in accordance with the Act and Circular 
A-133. (See the related discussion in this Alert titled “Two OMB 
Circular A-133 Delayed Implementation Provisions Become Effec­
tive in 1999.”)
HUD has also established a new HUD Real Estate Assessment 
Center (REAC). REAC was established to—
• Set and apply uniform financial reporting standards for 
H U D 's multifamily housing programs, including a standard 
chart of accounts and supplemental compliance data, and 
annual audits of financial statements prepared in conformity 
with GAAP.
• Provide for electronic submission and processing of annual 
financial statement information and essential supplemental 
compliance data.
• Design and apply objective financial performance and com­
pliance measures.
• Advise H U D 's limited program monitoring and enforce­
ment staff of acceptable housing program performers that 
need little or no further attention.
• Refer unacceptable financial performance and compliance 
indicators for possible program intervention or enforcement
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action by HUD's field office program staff or newly created 
Enforcement Center.
Extensive information regarding the activities of REAC and how 
they affect HUD programs and audits of HUD programs is avail­
able on the REAC Web site at http://www.hud.gov/reac. Further 
assistance on the electronic submission requirements is available by 
contacting the REAC Customer Service Center at (888) 245-4860.
Department of Education Issues Questions and Answers Document
The U.S. Department of Education (ED) Office of the Inspector 
General released a document, Questions and Answers on OMB Circu­
lar A -133 As It Relates to U.S. Department o f Education Programs, to 
assist auditors in performing audits of certain ED programs in accor­
dance with Circular A-133. The document is available on the Educa­
tion Department/Office of the Inspector General Non-Federal Audit 
Team Web site at http://home.gvi.net/~edoig/a133q_a.doc. The 
questions address such issues as testing institutional eligibility, 
preparing the schedule of expenditures of federal awards, and 
other issues related to single audits. The document was originally 
dated September 16, 1998, but will be revised and redated as the 
ED revises its questions and answers. It was revised in December 
1998 to clarify certain matters with respect to the 1998 Amend­
ment to the Higher Education Act (34 CFR sec. 668.14(d)(1)).
Revisions to Government Auditing Standards
Are there any recent or upcoming revisions to Government 
Auditing Standards?
The Advisory Council on Government Auditing Standards de­
cided last year that it will recommend topic-specific revisions to 
the General Accounting Office (GAO) on an as-needed basis. 
Therefore, instead of completely reprinting Government Auditing 
Standards when a change is made, only the new or revised stan­
dard will be issued. Periodically, when a significant number of 
changes have been made, the GAO will reprint a new codification 
of its standards.
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Two exposure drafts were issued by the GAO in the last year that 
would result in changes to the Yellow Book affecting state and local 
government financial audits. As of June 1999, one had been issued 
as an amendment to the Yellow Book, and one was expected to be 
issued in the fall of 1999, as discussed in the following sections.
Amendment on EDP Controls Issued in 1999
On May 13, 1999, the first amendment to the 1994 version of 
Government Auditing Standards was issued. The new standard, tided 
Government Auditing Standards: Amendment No. 1, Documentation 
Requirements When Assessing Control Risk at Maximum for Controls 
Significantly Dependent Upon Computerized Information Systems 
(GAO/A-GAGAS-1), establishes a new field work standard requir­
ing documentation in the planning of financial statement audits 
in certain circumstances. Specifically, the new standard requires 
auditors to document in the working papers the basis for assessing 
control risk at the maximum level for assertions related to material 
account balances, transaction classes, and disclosure components of 
financial statements when such assertions are significantly depen­
dent on computerized information systems. The new standard 
also requires auditors to document their consideration that the 
planned audit procedures are designed to achieve audit objectives 
and to reduce audit risk to an acceptable level. In addition, the 
standard revises the section titled “Internal Control” in chapter 4 
of the 1994 Yellow Book.
SAS No. 78, Consideration o f Internal Control in a Financial State­
ment Audit: An Amendment to Statement on Auditing Standards No. 
55 (AICPA, Professional Standards, vol. 1, AU sec. 319), requires 
auditors to document their basis for conclusions when control 
risk is assessed below maximum. However, SAS No. 78 does not 
impose a similar requirement for assessments of control risk at 
maximum. The new standard will impose such a requirement for 
assertions related to material account balances, transaction 
classes, and disclosure components of financial statements when 
such assertions are significantly dependent on computerized in­
formation systems.
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The standard also incorporates, where applicable, conforming 
changes to recognize the effect of SAS No. 78 on generally accepted 
government auditing standards for internal control. These changes 
principally consist of updating terminology to conform with SAS 
No. 78 and deleting guidance that is addressed in SAS No. 78, which 
was issued after the 1994 version of Government Auditing Standards.
The standard is effective for financial statement audits of periods 
ending on or after September 30, 1999.
An electronic version of the standard can be accessed through the 
GAO's Internet home page, http:Wwww.gao.gov, from the GAO 
Policy and Guidance Materials or the Special Publications sec­
tions of the GAO site, or directly at http://www.gao.gov/govaud/ 
ybk01.htm. Printed copies of the standard, which will not be avail­
able until late summer, can be obtained from the Superintendent 
of Documents at the GPO by calling (202) 512-1800 or accessing 
the GPO Web site, http://www.gpo.gov.
Auditor Communication Exposure Draft
The exposure draft Auditor Communication was issued in July 1998. 
A final standard is expected in the fall of 1999. Once issued, it will 
likely add a field work standard and amend an existing reporting 
standard to improve auditor communications with the auditee and 
users of the reports. Specifically, the new standard is expected to re­
quire specific communication with the auditee, individuals contract­
ing for or requesting the auditor's services, and the audit committee 
regarding the scope of compliance and internal control work to be 
performed. The new standard is also expected to require the auditor 
to emphasize in the auditor's report on the financial statements the 
importance of the reports on compliance with laws and regulations 
and internal control over financial reporting when these reports are 
issued separately from the report on the financial statements.
Other topics on the council's agenda for the next year include au­
ditor independence and performance auditing. Exposure drafts 
could possibly be issued in these areas. Watch future issues of the 
Journal o f Accountancy and the CPA Letter for status updates.
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Recent Internal Revenue Service Activities
Have there been any Internal Revenue Service developments that auditors 
of state and local governments should be aware of?
Internal Revenue Service Audits
The Internal Revenue Service (IRS) continues to increase its en­
forcement activities regarding tax-exempt municipal bonds and 
has audited or is auditing several hundred targeted and randomly 
selected municipal bond issues for possible tax law violations. 
The IRS has noted problems in a significant number of the cases. 
Many of these audits involve questions relating to arbitrage, 
which is earned in the municipal bond market by investing 
tax-exempt bond proceeds in higher-yielding obligations and is 
prohibited in certain cases. The random audit program is relatively 
new; it is being used by the IRS to determine the overall compli­
ance level in municipal bond offerings. If the IRS determines that 
municipal bond issuers did not comply with laws and regula­
tions, it will likely work with the issuers to reach a settlement. 
However, if such a settlement cannot be reached, the IRS has the 
authority to declare the bonds taxable and to tax bondholders on 
their interest earnings.
The IRS also continues to have an interest in yield burning. This 
is because the practice, which appears to have been curtailed in 
recent years, results in illegitimate profits for securities dealers. 
Yield burning occurs when municipalities pay inflated prices for 
government securities used in refinancing more expensive older 
debt. Typically, the proceeds of the new bonds are put into tem­
porary escrow accounts. By law, those accounts cannot generate a 
higher rate of interest than the rate on the newly issued bonds. 
Paying inflated prices for the government securities reduces the 
yield, which eliminates arbitrage. Yield burning may be done 
without the knowledge of the issuer by others involved in the 
transaction. Although the Securities and Exchange Commission 
(SEC) has investigated several Wall Street firms to determine 
whether they were involved in yield-burning activities (and an­
nounced one major settlement), the governmental issuer is the one 
responsible under current tax laws, and the IRS is moving aggres­
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sively to recoup money. The IRS has reported that it has looked 
into dozens of cases and that it believes that there are hundreds 
more. Although the focus of these investigations has been securities 
dealers, some governments could be pressured to settle with the 
IRS or risk losing the tax-free status of certain bond issues. In re­
cent months, some momentum has begun to build for a “global 
setdement” with securities dealers that could put the matter to rest.
The IRS issued Revenue Procedure 96-41, Compliance With Tax- 
Exempt Bond Arbitrage Requirements, in mid-1996 as a possible 
remedy for yield burning in advance-refunding escrows. How­
ever, many issuers have indicated that it is doubtful that they 
would use this remedy because they view the problems associated 
with yield burning as being related to the securities industry. Be­
cause of the IRS interest in yield burning, issuers should examine 
past advance refundings. The practice appears to have peaked in 
the early 1990s. Yield burning may have occurred if—
1. Open market securities (as opposed to state and local govern­
ment series Treasury securities) were used to fund an escrow;
2. The yield on the escrow is only slightly below the bond 
yield; and
3. The securities were not purchased using a legitimate bid­
ding process.
Bond counsel may need to be consulted in such cases.
The calculation of arbitrage rebate, as well as other aspects of arbi­
trage law, are complex and continue to be an area of concern for 
all entities that issue tax-exempt debt. Because an error in the cal­
culation of arbitrage rebate could result in a liability, auditors 
should become familiar with the arbitrage rebate regulations is­
sued by the IRS and the regulations for calculating rebate earnings 
in connection with the accounting for bond proceeds, refunding 
issues, and proceeds that are commingled with other funds for in­
vestment purposes. Depending on the complexity of the situation, 
consideration should also be given to whether an arbitrage special­
ist should be consulted. Regulations regarding the calculation of 
arbitrage rebate, as well as other aspects of arbitrage law, can be
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found in section 148 of the Internal Revenue Code (IRC). Due to 
the complexity of this area, increased audit scrutiny may be war­
ranted on arbitrage rebate liability computations.
Federal Insurance Contributions Act Reporting
Since the 1980s, significant changes affecting state and local govern­
ment employers have been made to the Social Security Act and 
the IRC. These changes have greatly expanded the roles and re­
sponsibilities of state and local government employers with regard 
to Federal Insurance Contributions Act (FICA) reporting and So­
cial Security and Medicare coverage. Legislation enacted in 1985 
expanded FICA coverage on a mandatory basis to uncovered em­
ployees based on certain criteria (before that time, it had been on 
a voluntary basis). Further, legislation enacted in 1990 mandated 
full FICA (Social Security and Medicare) coverage beginning July 1, 
1991, for certain employees.
Both the Social Security Administration (SSA) and the IRS are 
concerned that a sizable number of public employers may not be 
accurately reporting the Social Security coverage status of their 
employees. The lack of compliance in this area is thought to be 
due to the complexity of the law, complicated changes in the cov­
erage provisions, and a diminished role of Social Security admin­
istrators. The problem that results from noncompliance by public 
employers is that the SSA is obligated to pay retroactive coverage 
and benefits even though the Social Security taxes may not have 
been paid into the trust funds. Auditors should be aware that 
state and local employers may be liable for past taxes that should 
have been paid to the trust fund. However, IRS personnel have 
stated that they are looking strongly at prospective settlement 
agreements in instances of noncompliance, because most state 
and local governments are funded through annual appropriations 
and often lack the funds to make immediate payment in the 
event of deficiencies.
The IRS has developed a strategy to encourage compliance in this 
area. The first part of this strategy is education and outreach. The 
IRS is sending general information to all public employers on their 
responsibilities in this area and is contacting certain employers
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when it is aware of specific noncompliance. As part of this out­
reach effort, the IRS has issued a 1997 edition of a federal-state 
reference guide titled Social Security Coverage and FICA Reporting 
by State and Local Government Employers. 4 The guide provides 
state and local governments with a comprehensive source for 
FICA coverage and withholding rules. A second part of the IRS 
strategy is the performance of examinations. Although the IRS 
expects to bring most public employers into voluntary compli­
ance, examinations may be used after outreach is unsuccessful in 
obtaining such voluntary compliance.
IRS Issues Rules for Electronic Fund Deposits
In the July 14, 1997, Federal Register (62 FR 37490), the IRS issued 
rules providing guidance for the electronic depositing of federal 
withholding taxes, waivers of penalties, and procedures for en­
rolling in the Electronic Federal Tax Payment System (EFTPS). 
Those rules required state and local government employers with 
at least $50,000 in employment taxes withheld in 1995, 1996, and 
1997 to begin depositing electronically as of January 1, 1997, 
1998, and 1999, to avoid penalty. Certain employers required to 
make their federal tax deposit electronically beginning July 1, 1997, 
or later will not be charged a penalty by the IRS through December 
31, 1999, for continuing to use paper coupons to make deposits. 
These deposits must still be made in a timely manner. Additional 
information on the EFTPS can be obtained by contacting EFTPS 
Customer Service at (800) 555-4477 or (800) 945-8400.
Section 403(b) Tax-Sheltered Annuities
Certain governmental entities offer section 403(b) tax-sheltered 
annuities to their employees. The IRS has developed an examina­
tion program for employers that offer these annuities. To date, ex­
aminations have uncovered many deficiencies in employers’ plans. 
These deficiencies have included exceeding the various contribu­
tion limits, noncompliance with distribution requirements, inad­
equate salary reduction agreements, and failure to offer universal
4. To order a copy o f  this reference guide, contact the IRS at (800) 829-3676, request Pub­
lication 963, and specify the 1997 edition, or contact a Social Security administrator.
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availability of salary reduction programs (because of impermissible 
eligibility restrictions, mandatory contributions, and participant 
exclusions). Sizable assessments against these employers have been 
common as a remedy to prevent the programs from being declared 
taxable to the employees. It should be noted that not only would 
an employee be subject to tax, but the governmental sponsor can 
be held liable for employees’ unpaid tax and can be subjected to 
penalties for underreporting wages. Auditors of state and local gov­
ernments should be alert to potential liabilities that might arise in 
such situations. There may be a heightened level of risk, given that 
the IRS has confirmed that it will be auditing governmental enti­
ties. In particular, the IRS has announced that beginning in 1999, 
it is focusing on examinations of 403(b) plans sponsored by public 
school districts. Each region of the IRS will be required to examine 
the 403(b) programs of at least five public school districts.
The IRS’s Tax-Sheltered Annuity Voluntary Correction (TVC) 
program, which began in 1995, gives plan sponsors of section 
403(b) annuity plans the opportunity to voluntarily correct any 
plan defects. The program was scheduled to conclude December 
31, 1998. However, the IRS issued Revenue Procedure 99-13, 
which permanently extends the TVC as part of a comprehensive 
system for correcting retirement plans that fail to meet 403(b) re­
quirements because of operational, demographic, or eligibility 
failures. In the revenue procedure, the IRS modified and consoli­
dated several retirement-plan correction methods into the Em­
ployee Plans Compliance Resolution System. These include the 
TVC, a method of self-correction without fees or sanctions called 
the Administrative Policy Regarding Self-Correction (APRSC), 
and a Closing Agreement Program upon audit with sanctions. Use 
of the TVC program or APRSC may result in significantly re­
duced settlements with the IRS, compared with assessments based 
on deficiencies discovered during audits performed by the IRS, 
and can reduce an employer’s risk of liability.
Classification o f Employees Versus Independent Contractors
In their efforts to reengineer and streamline operations, many gov­
ernments are using independent contractors more frequently. The
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IRS has identified employee versus independent contractor clas­
sification as an area with significant compliance problems. Au­
ditors should be alert to the potential financial statement effect 
that may arise from the inappropriate classification of indepen­
dent contractors and the resulting tax liability. In 1988, the IRS 
began a nationwide Employment Tax Examination Program to 
increase compliance by requiring organizations, including state 
and local governmental entities, to treat misclassified indepen­
dent contractors as employees subject to withholding taxes. 
Employers classifying workers as employees must withhold fed­
eral income and Social Security taxes (including Medicare) from 
employees’ pay and match the Social Security and Medicare 
taxes. Further, the reclassification of a worker from an indepen­
dent contractor to employee for federal purposes is likely to 
cause a similar reclassification for state tax purposes. Auditors 
should be alert to the possibilities of misclassifications by em­
ployers, which can result in compliance problems and potential 
tax liabilities.
There have been three significant developments in this area dur­
ing the last several years. First, the IRS issued guidance to its 
agents regarding worker classification. This guidance provides 
practical instruction to IRS agents to help resolve questions re­
garding who is an employee and who is an independent contrac­
tor. Second, the Small Business Job Protection Act of 1996 
(Public Law 104-188) modified section 530 of the Revenue Act 
of 1978, a relief provision sometimes invoked to enable individu­
als who are really employees to continue to be treated as indepen­
dent contractors without consequence to employers. The changes 
made to section 530 were generally favorable. Last, the IRS intro­
duced a classification settlement program (CSP) to provide a 
streamlined tax settlement for situations in which section 530 
relief is not available (meaning that its requirements are not met) 
but an employer has at least consistently reported the affected in­
dividuals as independent contractors. In such a case, a reduced 
tax assessment may be available. This program was originally 
scheduled to be open for two years, beginning March 5, 1996. 
However, the IRS has said that the CSP has been extended.
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Executive Summary— Recent Internal Revenue Service Activities
• The IRS continues to audit tax-exempt municipal bond issues for pos­
sible tax law violations, including yield burning and other arbitrage- 
related problems.
• The SSA and the IRS are concerned about problems with state and 
local government reporting o f  FICA, Social Security, and Medicare 
coverage.
• The IRS has issued rules for the electronic depositing o f federal with­
holding taxes, which are applicable to state and local governments.
• The IRS continues to closely monitor governments with section 403(b) 
tax-sheltered annuities and those that use independent contractors.
SEC Enforcement Actions
During the past few years, the SEC has ordered several large local 
governments to cease and desist certain financial reporting practices 
with regard to municipal bond issuances. What is the auditor’s 
responsibility with respect to a government’s official statement?
Although Congress exempted offerings of municipal securities 
from the registration requirements and civil liability provisions of 
the Securities Act of 1933, and a mandated system of periodic re­
porting under the Securities Act of 1934, it did not exempt trans­
actions in municipal securities from the coverage of the antifraud 
provisions of those acts.
Auditors that are involved with a governmental entity’s issuance 
of an official statement should be aware that during the last several 
years, the SEC has ordered several large local governments to cease 
and desist certain financial reporting practices that it claimed vio­
lated the antifraud provisions. For example, recent cease-and-desist 
orders highlighted that governments cannot escape liability by 
hiring professional advisers, such as financial advisers or apprais­
ers, to prepare information in the official statements. In several 
recent cases in which professional advisers were used, the govern­
ments were found to be responsible for material misrepresenta­
tions about the offerings even though they relied on professional 
advisers—financial advisers or appraisers—in preparing the offi­
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cial statements. Another example of a cease-and-desist order issued 
by the SEC involves several cities and school districts that were 
changed with making false and misleading disclosures in connec­
tion with issues of taxable notes. In this case, the SEC charged 
that the offering documents failed to disclose, among other 
things, that the transactions were driven by arbitrage and that 
they were highly leveraged.
Auditors are not required to participate in, or undertake, any proce­
dures with respect to an official statement, except in certain situa­
tions. Auditors should refer to chapter 19, “Association With 
Financial Statements Included in Official Statements,” of the Audit 
and Accounting Guide Audits o f State and Local Governmental Units 
for a description of those situations and for guidance on the audi­
tor's responsibilities with regard to a government s official statement.
Although not required, some firms have begun to include a pro­
vision in the engagement letter requiring the government to ob­
tain consent from the auditor before using the independent 
auditor's report in the official statement. When developing audit 
engagement letters, auditors should also consider the guidance in 
SAS No. 83, Establishing an Understanding With the Client (AICPA, 
Professional Standards, vol. 1, AU sec. 310.05-.07). (Also see the 
section titled “The Year 2000 Issue” for a discussion of the SEC's 
interpretation regarding disclosure of year 2000 issues by munic­
ipal securities issuers.)
Audit and Attestation Issues and Developments
Recent Auditing Pronouncements Issued
What new auditing standards have been issued by the AICPA and how  
do they affect audits of state and local governmental units?
SAS No. 87, Restricting the Use o f an Auditor’s Report, was issued 
in September 1998 by the Auditing Standards Board (ASB) and 
is effective for reports issued after December 31, 1998.
Two restricted-use reports commonly issued by auditors of state 
and local governmental units will be affected by SAS No. 87:
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1. Report on compliance and on internal control over financial 
reporting based on an audit of financial statements per­
formed in accordance with Government Auditing Standards
2. Report on compliance with requirements applicable to 
each major program and internal control over compliance 
in accordance with Circular A-133
SAS No. 87 provides guidance to auditors in determining whether 
an engagement requires a restricted-use report and, if so, what 
elements to include in that report. The SAS states that an auditor 
should restrict the use of a report if the following occurs:
• The subject matter of the auditor's report or the presentation 
being reported on is based on measurement or disclosure cri­
teria contained in contractual agreements or regulatory pro­
visions that are not in conformity with GAAP or an other 
comprehensive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the sufficiency 
of the procedures.
• The auditor's report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of an 
auditor's report should be restricted, SAS No. 87, among other 
things, defines the terms general use and restricted use, specifies the 
language to be used in restricted-use reports, and requires an audi­
tor to restrict a single combined report if it covers subject matter 
or presentations that ordinarily do not require a restriction on use 
and subject matter or presentations that require such a restriction. 
SAS No. 87 permits auditors to include a separate general-use re­
port in a document that also contains a restricted-use report. 
Nothing in the Statement precludes an auditor from restricting the 
use of any report.
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The SAS provides that an auditor's report that is restricted as to use 
should contain a separate paragraph at the end of the report that 
includes the following elements:
1. A statement indicating that the report is intended solely for 
the information and use of the specified parties
2. An identification of the specified parties to whom use is 
restricted
3. A statement that the report is not intended to be and should 
not be used by anyone other than the specified parties
An example of such a paragraph is the following:
This report is intended solely for the information and use o f  
[the specified parties] and is not intended to be and should not 
be used by anyone other than these specified parties.
The report may list the specified parties or refer the reader to the 
specified parties listed elsewhere in the report. The SAS provides 
that for reports on engagements performed in accordance with 
OMB Circular A-133, the specified parties may be identified as 
“federal awarding agencies and pass-through entities.”
Among the conforming changes needed as a result of this SAS is 
that the sentence “However, this report is a matter of public record 
and its distribution is not limited.” in paragraph 331 of SAS No. 75, 
Engagements to Apply Agreed-Upon Procedures to Specified Elements, 
Accounts, or Items o f a Financial Statement (AICPA, Professional Stan­
dards, vol. 1, AU sec. 622) and in footnote 7 of SAS No. 62, Special 
Reports (AICPA, Professional Standards, vol. 1, AU sec. 623), will be 
deleted, and should no longer be added to auditor's reports.
As a result of the issuance of SAS No. 87, certain reports included 
in the AICPA Audit and Accounting Guide Audits o f State and 
Local Governmental Units and in AICPA SOP 98-3 will change (see 
the following section). Appendix B of SAS No. 87 provides a list of 
affected reports included in these and other documents. It should 
also be noted that the electronic versions of the illustrative auditor's 
reports included on the AICPA Web page at www.aicpa.org/belt/ 
a133main.htm have been updated for SAS No. 87 (see the related
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discussion in the section of this Audit Risk Alert titled “Illustra­
tive Single Audit Information Available on AICPA Web Site”).
1999 Audit and Accounting Guide Revisions
The following list summarizes some of the revisions that will be 
included in the AICPA Audit and Accounting Guide Audits o f 
State and Local Governmental Units with conforming changes as 
of May 1, 1999. The revisions made include those to reflect the 
issuance of the following:
• SAS No. 87, Restricting the Use o f an Auditors Report
• Governmental Accounting Standards Board (GASB) State­
ment No. 33, Accounting and Financial Reporting for 
Nonexchange Transactions
• GASB Technical Bulletin (TB) 99-1, Disclosures about Year 
2000 Issues— an amendment o f Technical Bulletin 98-1
It should also be noted that SOP 98-3, which appears as an appen­
dix to the Guide, will also be revised to reflect the issuance of SAS 
No. 87.
Auditors can obtain a copy of the revised Guide by calling the 
AICPA Order Department at (888) 777-7077 and asking for prod­
uct number 012059.
The Year 2000 Issue
What is the Year 2000 Issue? How will it affect audits of state and 
local governments?
The Year 2000 Issue relates to the inability of many electronic 
data processing (EDP) systems to accurately process year-date 
data beyond the year 1999. This is attributable to the fact that the 
majority of computer programs in use today were designed to store 
dates in the date/month/year (dd/mm/yy) format, thus allowing 
only two digits for each date component. So, for example, the date 
December 31, 1998, is stored in most computers as 12/31/98. 
Inherent in programming for dates in this manner is the assump­
tion that the designation 98 refers to the year 1998. Initially devel­
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oped as a cost-saving technique, this long-standing practice of 
using two-digit-year input fields will cause many computers to 
treat the entry 00 as 1900. Therefore, such programs will recog­
nize the date January 1, 2000 (01/01/00), as January 1, 1900, and 
process data incorrectly, or perhaps not at all.
There are other possible complications as well. The year 2000 is a 
leap year. Systems that are not year 2000-ready may not register the 
additional day, thus producing incorrect results for date-related cal­
culations. In addition, certain year 2000 problems may occur in 
1999. For example, some software programs may have assigned 
special meanings to entries date coded as xx/xx/98 or xx/xx/99 to 
allow for the testing of software modifications. Therefore, actual 
transactions using such dates may not be processed correctly or 
stop functioning. Failures may also take place currently when sys­
tems perform calculations into or beyond the year 2000.
Unless these year 2000 problems are remedied, significant prob­
lems relating to the integrity of all electronically processed infor­
mation based on time will occur. For example, governments 
could experience problems with city budgeting, bill and benefit 
payments, real estate and income tax collections, driver's license 
and motor vehicle registrations, police and fire communications, 
and so forth. Also, equipment with embedded chips that include 
date information may malfunction; this type of equipment can 
be found in many places, such as utility and power plants, build­
ing elevator and security systems, traffic signal systems, and many 
others. To further complicate the issue, even if an entity’s com­
puter software and hardware are year 2000-ready, the governmen­
tal unit could be affected by the computer systems of customers, 
vendors, other governments, or third-party data processing ser­
vices that have made no such modifications. Governmental units 
are involved in a wide variety of activities that are affected by the 
Year 2000 Issue, and some may have a long way to go in address­
ing the potential problems that can result. In a July 1998 survey 
of twenty-seven states by the National State Auditors Association, 
fourteen states were able to provide a percentage of completion of 
their year-2000-compliance effort. O f those fourteen, two said 
they were 60 percent to 100 percent complete, six were 40 percent
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to 60 percent complete, and six were only 30 percent to 40 per­
cent complete.
Clearly, the Year 2000 Issue has the potential to adversely affect the 
operations o f entities that rely, directly or indirectly, on informa­
tion technology. What, however, are the auditor's responsibilities 
for the Year 2000 Issue?
First, it must be understood that it is the responsibility of an entity s 
management to assess and remediate the effects of the Year 2000 
Issue on an entity’s systems—not the auditor's. The Year 2000 
Issue does not create additional responsibilities for the auditor. 
Under GAAS, the auditor has a responsibility to plan and per­
form the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement, whether 
caused by error or fraud. Thus, the auditor's responsibility relates 
to the detection of material misstatement of the financial state­
ments being audited, whether caused by the Year 2000 Issue or by 
some other cause.
However, auditors should be aware of the many auditing and ac­
counting issues that arise from the Year 2000 Issue, including 
audit planning and supervision, going-concern issues, and estab­
lishing an understanding with the client.
Auditors should also be aware of the risk of litigation relating to 
the Year 2000 Issue. Some clients may be uninformed about it, 
while others may underestimate its magnitude. Those who mis­
takenly believe that the Year 2000 Issue should be addressed and 
resolved as part of the audit process may seek legal recourse if that 
outcome is not achieved. Therefore, auditors may wish to educate 
their clients on the Year 2000 Issue and its implications and in­
corporate these issues in the engagement letter by outlining the 
responsibilities of both the client and the auditor.
A more complete discussion of the implications of the Year 2000 
Issue, along with a list of published guidance in this area, can be 
found in the Audit Risk Alert—1998/99. Also the AICPA’s Web 
site, http:\\ www.aicpa.org, provides a year 2000 resource page 
with additional information and links to sites, and the AICPA pub­
lication The Year 2000 Issue— Current Accounting and Auditing
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Guidance. 5 The following discussion relates to matters specific to 
audits of state and local governments.
GASB Technical Bulletins 98-1 and 99-1
The GASB has issued two related TBs regarding year 2000 dis­
closures—TB 98-1, Disclosures about Year 2000 Issues, and TB 
99-1, Disclosures about Year 2000 Issues— an amendment o f Tech­
nical Bulletin 98-1. They provide, among other things, that state 
and local governments should disclose—
• Any significant amount of resources committed— con­
tracted amounts at the end of the government's reporting 
period—to address Year 2000 Issues for computer systems 
and other electronic equipment.
• A general description of the Year 2000 Issue as it relates to 
their organization, including a description of the stages of 
work in process or completed as of the end of the govern­
ment’s reporting period to address Year 2000 Issues for 
computer systems and other electronic equipment critical 
to conducting operations.
• That the completion of these stages is not a guarantee that 
systems and equipment will be year 2000-compliant.
These disclosures can be made either in the notes to the audited fi­
nancial statements or as required supplementary information (RSI).
TB 98-1, which required the year 2000 disclosures to be made in 
the notes to the audited financial statements, was effective for fi­
nancial statements on which the auditor’s report is dated after 
October 31, 1998. TB 99-1, which among other things provided 
entities with the option of disclosing the year 2000 disclosure as 
RSI, was effective immediately upon issuance and retroactive ap-
5. W ith regard to this publication, the SEC Interpretation on Year 2000  Issues (referred 
to in this section) states that “A lthough the term ‘may’ is used throughout the  
AI CPA’s guidance, perhaps suggesting that the guidance is discretionary, we believe 
that the procedures outlined by the AICPA should be considered appropriate prac­
tice at this tim e and we expect companies and their auditors to com ply with that 
guidance. I f they do not, they should be prepared to justify why the procedures were 
not followed.”
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plication was allowed. The provisions of TB 99-1 terminate for 
financial statements for periods ending after December 31, 1999, 
unless mission-critical systems and other equipment are not oper­
ating because of the Year 2000 Issue as of the balance sheet date.
AICPA Issues Audit-Related Guidance in Response to 
GASB TBs on the Year 2000
In response to the GASB TBs described above, the AICPA issued 
two pieces of nonauthoritative guidance to address a number of 
audit-related questions. The guidance is available on the AICPA 
Web site at http://www.aicpa.org. The first, titled AICPA Illus­
trative Reporting Guidance on Year 2000 Disclosures Made Under 
GASB TB 98-1 (Issued October 22, 1998, Amended March 29, 
1999), addresses audit considerations when the year 2000 disclo­
sures are presented in an audited note to the financial statements. It 
instructs auditors to consider issuing qualified opinions (scope 
limitations) with respect to the required year 2000 disclosures 
and includes illustrative report language. The reasons for this 
cautionary guidance stemmed in part from the TB 's requirement 
to include the year 2000 information as an audited note disclo­
sure. As a result, many governmental entities received qualified 
opinions on their financial statements during 1998 and into 
early 1999.
Governmental entities and their auditors should be aware that a 
qualified opinion could result in a government’s default on its 
bond covenants if the bond agreement requires that the govern­
ment receive unqualified reports. The government may need to 
resolve these matters through discussion with the appropriate par­
ties. Further, a qualified opinion could also have an impact on an 
entity’s single audit. The OMB plans to issue guidance to address 
the impact of year 2000 opinion qualifications on single audits (see 
the discussion in the following section).
After the issuance of TB 99-1, a second piece of AICPA nonauthor­
itative guidance was issued on March 29, 1999, to address the au­
ditor’s consideration of the required year 2000 disclosures when 
they are presented as RSI. Further, the original AICPA guidance 
that was issued on TB 98-1 was revised to amend the section on
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omitted disclosures. The AICPA guidance titled AICPA Guidance 
on Year 2000 Disclosures Made Pursuant to GASB TB 99-1 provides 
auditors with various reporting alternatives and illustrative report 
wording when the disclosures are made as RSI.
Some entities applied TB 98-1 and issued their audited financial 
statements prior to the effective date o f TB 99-1. The March 29, 
1999, guidance can also assist auditors when a governmental entity 
wishes to retroactively apply the provisions of TB 99-1, present 
the required disclosures as supplementary information, and reissue 
its audited financial statements.
OMB to Issue Guidance Related to the Effect o f Year 2000  
Opinion Qualifications on Single Audits
As noted in the preceding section, many governments received 
opinion qualifications (scope limitations) on their financial state­
ments when year 2000 disclosures were included as an audited 
note to the financial statements. Many questions have been raised 
regarding the effect of those qualified opinions on single audit en­
gagements. In response to those questions, the OMB is expected to 
issue a memorandum to the federal agencies titled “Impact of 
Y2K Opinion Qualifications on Audits of Federal Awards.” The 
purpose of the memorandum will be—
1. To address the impact of opinion qualifications resulting from 
the year 2000 disclosures required by GASB TB 98-1; and
2. To describe the procedures to be followed when an auditee 
submits reissued financial statements to the federal govern­
ment resulting from the issuance o f TB 99-1.
In summary, the OMB is expected to conclude that an opinion 
qualification resulting solely from year 2000 disclosures required 
by GASB TB 98-1, or the omission of such disclosures, would 
not preclude an entity from qualifying as a low-risk auditee under 
Circular A-133. If an entity chooses to reissue its financial state­
ments as a result of GASB TB 99-1, the OMB will likely recom­
mend that the governmental entity follow detailed procedures 
presented in an attachment to the memorandum regarding resub­
missions to the FAC.
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Once issued, the memorandum can be found on the OMB Web 
site at http://www.whitehouse.gov/OMB/grants. Auditors should 
refer to the memorandum for additional details regarding the 
OMB conclusions.
SEC Interpretation on Year 2000 Issues
When applicable, auditors should consider whether their clients 
have followed the guidance set forth by the SEC in its Interpreta­
tive Release Nos. 33-7558 and 34-40277 titled “Statement of the 
Commission Regarding Disclosure of Year 2000 Issues and Conse­
quences by Public Companies, Investment Advisers, Investment 
Companies, and Municipal Securities Issuers” (the Interpretation). 
With respect to municipal issuers, the Interpretations executive 
summary states the following, in part:
Approximately 50,000 state and local governments have over 
$1.3 trillion in municipal securities outstanding.7 Municipal 
securities issuers, like other organizations, have Year 2000 issues.
Year 2000 problems may affect their operations, creditworthi­
ness, and ability to make timely payment on their indebted­
ness. We encourage municipal securities issuers and persons 
who assist in preparing their disclosure documents to consider 
whether Year 2000 issues may be material to investors. If mate­
rial, the disclosure documents used by municipal issuers should 
contain a discussion o f  Year 2000 issues to avoid misleading 
statements or omissions that could violate the anti-fraud provi­
sions. In Section III.E, we provide guidance to municipal 
issuers, and persons assisting in the preparation o f  their disclo­
sures, regarding Year 2000 disclosure.
7. SEC Staff Report on the M unicipal Securities Market (the D ivision  o f  
Market Regulation), September 1993, p. 1; the Bond Buyer Securities Data 
Company 1998 Yearbook, 1998, p. 64.
Section III.E provides the following, in part—
Generally, municipal securities offerings are exempt from regis­
tration and municipal securities issuers are exempt from the 
reporting provisions o f  the federal securities laws, including line- 
item disclosure rules. However, they are not exempt from the 
anti-fraud provisions. Disclosure documents used by municipal 
issuers are subject to the prohibition against false or misleading
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statements o f  material fact, including the omission o f  material 
facts necessary to make the statements made, in light o f  the cir­
cumstances in which they are made, not misleading.74
Issuers o f  municipal securities and persons assisting in preparing 
municipal issuer disclosures are encouraged to consider whether 
such disclosures should contain a discussion o f  Year 2000  
issues. Persons, including “obligated persons” as defined in 
Rule 15c2-12,75 who provide information for use in disclosure 
documents or in ongoing disclosures to the market, are urged 
to consider their own Year 2000 issues. Year 2000 issues should 
be considered in preparing all disclosure documents, whether 
in the context o f  an official statement, continuing disclosures 
provided in compliance with a disclosure covenant, or other 
information that is reasonably expected to reach investors and 
the trading markets.
74. See M unicipal Securities Interpretive Release, cited at note 6 above. 
[Footnote 6 is as follows: Section 17(a) o f  the Securities Act, 15 U .S.C. 
77q(a); Section 10(b) o f  the Securities Exchange Act o f  1934, 15 U .S.C . 
78j(b); and Rule 10b-5 promulgated thereunder, 17 CFR 2 40 .10b -5.
See Statement o f  the Commission Regarding Disclosure Obligations o f  
Municipal Securities Issuers and Others (“Municipal Securities Interpretive 
Release”), Securities Act Rel. N o. 7049  (March 9, 1994), 59 FR 12748  
(March 17, 1994).]
75. Exchange Act Rule 15c2-12 (17 CFR 2 40 .1 5c2 -12).
In addition to other matters, the Interpretation provides suggested 
disclosures and examples of potential year 2000 problems. These 
disclosures differ from those required by GASB TBs 98-1 and 99-1 
(See the discussion in the section titled “GASB Technical Bulletins 
98-1 and 99-1.”) The Interpretation supersedes the guidance pre­
viously set forth in the revised Staff Legal Bulletin No. 5. The full 
text of the Interpretation can be viewed on the SEC Web site, 
http://www.sec.gov.
When Year 2000 disclosures made pursuant to the SEC's Interpre­
tation are contained in an official statement, the auditor should 
consider the guidance in Chapter 19 of the AICPA Audit and 
Accounting Guide Audits o f State and Local Governmental Units. 
Chapter 19, “Association With Financial Statements Included in 
Official Statements,” explains that the auditor is not required to 
participate in, or undertake, any procedures with respect to an of-
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ficial statement. However, in certain circumstances, as discussed in 
the Guide, the auditor is involved in the official statement and 
should refer to SAS No. 8, Other Information in Documents Con­
taining Audited Financial Statements (AICPA, Professional Standards, 
vol. 1, AU sec. 550) for guidance on responsibilities concerning in­
formation in the official statement other than the financial state­
ments covered by his or her opinion.
Internal Control Issues
Changes in internal control may result this year as a result of var­
ious factors affecting state and local governments, including the 
following:
• New computer systems may be put in place to deal with a 
variety of issues, from the Year 2000 Issue to the need to 
increase efficiency.
• More state and local governments are allowing transac­
tions, such as license renewals and property tax payments, 
to be handled over the Internet.
• Some state and local governments are under increasing 
economic pressure and need to find ways to save money, 
leading to changes in operating policies.
Auditors should consider the effect of such changes on the govern­
ment’s internal control when making the assessment of control 
risk. SAS No. 55, Consideration o f Internal Control in a Financial 
Statement Audit, (AICPA, Professional Standards, vol. 1, sec. 319), 
as amended by SAS No. 78, Consideration o f Internal Control in a 
Financial Statement Audit, An Amendment to SAS No. 55, provides 
guidance on the auditor's consideration of an entity’s internal con­
trol in an audit of financial statements in accordance with GAAS.
Additionally, with the increase in computerization of governmen­
tal functions, auditors of governmental units are increasingly con­
fronted with evaluating evidential matter that may exist only in 
electronic format. SAS No. 80, Amendment to SAS No. 31, Eviden­
tial Matter (AICPA, Professional Standards, vol. 1, AU sec 326), 
provides guidance to auditors who have been engaged to audit the
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financial statements of an entity that transmits, processes, maintains, 
or accesses significant information electronically. Also, a recent 
AICPA Auditing Procedure Study, The Information Technology Age: 
Evidential Matter in the Electronic Environment, is designed to pro­
vide nonauthoritative guidance to auditors in applying SAS No. 
80. See also the section of this Audit Risk Alert tided “Regulatory, 
Legislative, and Other Developments” for a discussion of recent re­
visions to Government Auditing Standards relating to EDP controls.
Government Auditor Independence
The AICPA has recently revised the definition of the practice of 
public accounting to include, under certain circumstances, 
AICPA members who are employed by federal, state, and local 
governments. To accomplish this, the term client, an element of the 
public practice definition, has been revised.
As a result of these changes, government auditors who meet certain 
criteria would be permitted to issue audit reports under GAAS, 
provided they comply with Rule 101 of the AICPA Code of Pro­
fessional Conduct, Independence (AICPA, Professional Standards, 
vol. 2, ET sec. 101), its interpretations and rulings, and other code 
rules that apply to AICPA members in public practice.
The revision to the definition of client was printed in the Official 
Releases section of the December 1998 issue of the Journal o f 
Accountancy.
Selected Governmental Auditing Fundamentals Reprised
Governmental accounting and auditing standards are complex, and 
auditors of governmental entities require specialized knowledge, par­
ticularly for engagements that involve the application of Government 
Auditing Standards or Circular A-133. The following discussion 
highlights certain fundamentals in governmental audits that may 
need repeating; deficiencies in some of these areas have been noted in 
some external quality control reviews as well as in investigations con­
ducted by the AICPA's Professional Ethics Division. Auditors should 
consider reviewing their policies and practices in these areas to ensure 
compliance with GAAS and regulatory requirements.
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Communications Between Predecessor and Successor Auditors
Changes in auditors are common in the governmental sector be­
cause of cost considerations and legal requirements. Therefore, 
auditors performing governmental engagements need to have a 
thorough understanding of the provisions of SAS No. 84, Com­
munications Between Predecessor and Successor Auditors (AICPA, 
Professional Standards, vol. 1, AU sec. 315). A successor auditor is 
required to initiate communications to obtain certain specific in­
formation (orally or in writing) from a predecessor auditor and to 
evaluate that information before accepting an engagement. Mat­
ters subject to inquiry include (1) information that might bear on 
the integrity of management; (2) disagreements with manage­
ment as to accounting principles, auditing procedures, or other 
similarly significant matters; (3) communications to audit com­
mittees or others with equivalent authority and responsibility re­
garding fraud, illegal acts by clients, and internal-control-related 
matters; and (4) the predecessor auditor's understanding as to the 
reasons for the change of auditors. The prospective client must 
specifically consent to the communication and to a review of the 
predecessor auditor's working papers. An illustrative client consent 
and acknowledgement letter is included in appendix A of SAS No. 
84. That section also provides guidance for the audit of financial 
statements that have been previously audited and for the discovery 
of possible misstatements in financial statements reported on by a 
predecessor auditor.
Work o f Other Auditors
In many governmental audits, more than one audit firm is in­
volved. This is not only because of the GASB's accounting stan­
dards concerning the inclusion of separate organizations as 
component units in reporting entity financial statements, but also 
because many governmental entities encourage the participation 
of minority firms in contract opportunities. Principal auditors 
need to make appropriate inquiries concerning the professional 
reputation, independence, and knowledge of other auditors. SAS 
No. 1, section 543, Part o f Audit Performed by Other Independent 
Auditors (AICPA, Professional Standards, vol. 1, AU sec. 543), pro­
vides guidance when auditors use the work and reports of other
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independent auditors. That standard requires the principal auditor, 
among other things, (1) to inquire of appropriate sources (such as 
the AICPA, the applicable state society of CPAs, and other practi­
tioners) as to the professional reputation and standing of the other 
auditor, (2) to obtain a representation from the other auditor of his 
or her independence, and (3) to determine that the other auditor is 
aware that the component unit's financial statements will be in­
cluded in the reporting entity’s financial statements and that the 
other auditor's report on the component unit will be relied upon 
(and, where applicable, referred to) by the principal auditor.
Continuing Professional Education Requirements
In addition to the continuing professional education (CPE) require­
ments imposed by AICPA membership and state licensing 
boards, Government Auditing Standards paragraphs 3.6 through 
3.9 require an audit organization to have a program to ensure 
that its staff members maintain professional proficiency through 
continuing education and training. Generally, individuals conduct­
ing audits under Government Auditing Standards are required to 
complete, every two years, at least eighty hours of CPE, twenty- 
four of which are in subjects directly related to the governmental 
environment, governmental accounting and auditing, or the spe­
cific or unique environment in which the audited entity operates. 
At least twenty hours of the required CPE should be completed 
in any one year of the two-year period. Compliance with this re­
quirement involves, among other things, properly establishing a 
measurement date for the two-year period. Detailed guidance 
about this requirement is given in the GAO’s April 1991 Interpre­
tation o f Continuing Education and Training Requirements, which is 
available on the GAO's Web site, at http:\\www.gao.gov\govaud\ 
ybk01.htm. In many cases, the two-year period ends on December 
31 of even-numbered years. This is because the CPE requirement 
was originally effective for the two-year period ending December 
31, 1990. However, audit organizations may have a different two- 
year period—for example, if the audit organization were not subject 
to Government Auditing Standards on its effective date but subse­
quently performed audits under Government Auditing Standards or 
if it has made a transition to another date, such as its fiscal year end.
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Also, individual audit staff members may have different measure­
ment dates. However, because different measurement dates for 
individual staff members complicate recordkeeping for and com­
pliance with the CPE requirement, the Interpretation permits 
“pro-rata compliance” for staff hired or assigned to a Government 
Auditing Standards audit after the beginning of the firm's two- 
year period. Specifically, auditors who have been employed for 
less than one year of a two-year period are not required to obtain 
a minimum number of CPE hours. Further, auditors who have 
been employed between one and two years are required in the 
two-year period to meet at least the twenty-hour-per-year mini­
mum in the second year of the two-year period.
Independence Standards
Some auditors are unaware that Government Auditing Standards 
has independence standards that, in some cases, differ from 
those in Rule 101, Independence, of the AICPA Code of Profes­
sional Conduct (AICPA, Professional Standards, vol. 2, ET sec. 
101). Government Auditing Standards address not only personal 
and external impairments, but also organizational impairments 
for auditors who are governmental employees (governmental au­
ditors) and emphasize to a greater degree than do GAAS the po­
tential for an appearance problem in independence. In 1999, the 
AICPA revised ET sec. 92.01 to redefine the term client so that 
federal, state, and local government auditors who meet the crite­
ria specified can issue GAAS reports, provided they comply with 
Rule 101, its interpretations and ruling, and other code rules 
that apply to AICPA members in public practice. (See the sec­
tion titled “Government Auditor Independence” in this Audit 
Risk Alert.) However, there are differences between the AICPA 
and Government Auditing Standard standards relating to the in­
dependence of governmental auditors. Auditors should refer to 
Government Auditing Standards paragraphs 3.11 through 3.25 
for those requirements. It should also be noted that the Advisory 
Council on Government Auditing Standards is considering a 
proposed exposure draft that would revise the Government Audit­
ing Standards independence standards.
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Materiality
Some audit organizations establish the materiality level for the 
audits of governmental financial statements based on the entity as 
a whole. This is contrary to paragraph 3.12 of Audits o f State and 
Local Governmental Units, which requires audit scope for financial 
statement purposes to be set and materiality evaluations to be applied 
at the fund type, account group, and discretely presented compo­
nent unit column(s) when reporting on General-Purpose Finan­
cial Statements (GPFS), or at the individual fund statement level 
when reporting on the GPFS and combining and individual fund 
financial statements in a Comprehensive Annual Financial Report 
(CAFR). Auditors also should note that paragraph 4.9 of Govern­
ment Auditing Standards states that in an audit of the financial 
statements of a government entity, auditors may set lower materi­
ality levels than in audits in the private sector because of the pub­
lic accountability of the auditee, the various legal and regulatory 
requirements, and the visibility and sensitivity of government pro­
grams, activities, and functions.
Tailoring Audit Programs
Compared with commercial entities, governments have unique 
accounting, financial reporting, and auditing requirements. SAS 
No. 22, Planning and Supervision (AICPA, Professional Standards, 
vol. 1, AU sec. 311), requires the auditor to consider the nature, 
extent, and timing of work to be performed and to prepare a 
written audit program (or set of written audit programs) for every 
audit. If an audit organization uses audit programs developed for 
commercial entities to audit governmental entities, it will not 
only fail to detect noncompliance with GAAP applicable to gov­
ernments, it also may fail to comply with the requirements of 
Government Auditing Standards and Circular A-133. For example, 
GASB Statement No. 3, Deposits with Financial Institutions, Invest­
ments (Including Repurchase Agreements), and Reverse Repurchase 
Agreements, requires disclosures in governmental financial state­
ments that are not required for commercial entities. In their audits 
of governmental entities, audit organizations should appropri­
ately tailor and update their audit programs. The AICPA provides
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illustrative governmental audit programs in its Audit and Account­
ing Manual.
Block Sampling
In some governmental engagements, audit organizations are 
using block sampling in a manner that is inconsistent with SAS 
No. 39, Audit Sampling (AICPA, Professional Standards, vol. 1, 
AU sec. 350). That section requires sample items to be selected in 
such a way that the sample can be expected to be representative of 
the population; to do this, all items in the population should have 
an opportunity to be selected. AICPA Audit and Accounting 
Guide Audit Sampling defines a block sample as one consisting of 
contiguous transactions and gives as an example all vouchers 
processed on February 3, May 17, and July 19, 19XX, from a 
population of all vouchers processed for the year 19XX. The 
Guide points out that this sample includes only three sampling 
units out of 250 business days because the sampling unit in this 
case is a period of time, not an individual transaction. It states 
that a sample with so few blocks generally is not adequate to 
reach a reasonable audit conclusion and that although a block 
sample might be designed with enough blocks to minimize this 
limitation, using such samples might be inefficient.6
Audit Consideration o f Litigation, Claims, and Assessments
SAS No. 12, Inquiry o f a Client’s Lawyer Concerning Litigation, 
Claims, and Assessments (AICPA, Professional Standards, vol. 1, 
AU sec. 337) provides guidance on the procedures auditors 
should consider for identifying litigation, claims, and assessments 
and for obtaining audit satisfaction about the financial account­
ing and reporting for such matters. Among the procedures re­
quired is to request client management to send a letter of inquiry 
to those lawyers with whom they have consulted concerning 
those matters. In governmental engagements, it is important for 
an auditor to perform procedures to obtain reasonable assurance
6. The AICPA is planning to issue an Audit Practice Release (APR), A udit Sampling, in the 
second quarter o f  1999. This APR will supersede the existing guide, A udit Sampling, 
and be revised to reflect recently issued auditing standards, although this section on 
block sampling will not change.
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that all lawyers concerned in those matters have been identified 
because governments sometimes use different lawyers depending 
on the fund or the issue involved with the litigation, claims, or 
assessments. Among the procedures that an auditor can perform 
in this regard, as discussed in paragraph 17.18 of AICPA Audit 
and Accounting Guide Audits o f State and Local Governmental 
Units, are (1) reading the minutes of meetings of the governing 
body or finance boards and (2) analyzing legal expenses and in­
specting invoices from lawyers.
Financial and Audit Reporting Errors
Because of the extensive note disclosures and various financial 
statements that are required, governmental financial reports can be 
extremely complex. As a result, the risk of mathematical errors and 
disagreements in the same data presented in various places in the 
report may be high. In addition, the number of auditor's reports re­
quired by Government Auditing Standards and Circular A-133 in­
creases the possibility of inconsistencies between the audit working 
papers and the reports as well as among the reports. Before audit 
organizations issue financial and auditor's reports, they may wish to 
consider the need to subject them to a final “cold review” by an ex­
perienced auditor with no previous connection with the audit.
Knowledge o f Program-Specific Audit Guides
In performing Circular A-133 audits, there are two situations when 
an auditor may need to determine whether a federal awarding agency 
has issued a program-specific audit guide. The first situation is 
when the auditor is performing a program-specific audit, as dis­
cussed in Chapter 11 of SOP 98-3. In this situation, Circular A-133 
requires the auditor to follow a current program-specific audit 
guide to perform the audit if one is available. The second situa­
tion is when a major program is not included in the OMB Circu­
lar A-133 Compliance Supplement. In this situation, if there is a 
program-specific audit guide or other audit guidance issued by 
the federal agency’s Office of Inspector General (OIG), the auditor 
may wish to consider that guidance in identifying the program ob­
jectives, program procedures, and compliance requirements. To de­
termine whether a program-specific audit guide is available and
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current, the auditor should contact the regional Office of the In­
spector General (OIG) for the federal award agency. Contact in­
formation for OIG offices can be found in appendix III of the 
1999 OMB Circular A-133 Compliance Supplement. There is no 
single, up-to-date listing of program-specific audit guides.
Proper Use o f Illustrative Auditor's Reports
In the past, some auditors experienced difficulty in determining 
which of the illustrative auditor's reports in Audits o f State and 
Local Governmental Units to use for reporting on internal control 
and compliance in their single audit engagements. Up to five re­
ports were required and the Guide illustrated various permutations 
of those reports. Because of the Single Audit Act Amendments of 
1996 and related revisions to Circular A-133, SOP 98-3 now rec­
ommends that auditors prepare only two such reports for single 
audits—one on compliance and internal control over financial 
reporting and the other on compliance and internal control over 
federal awards. Also, because of the concise manner in which in­
formation is presented in those reports, the SOP illustrates fewer 
permutations. The elements of the two reports and the adjust­
ments that need to be made in specific situations are discussed in 
chapter 10 of SOP 98-3. Although it is feasible for auditors to 
issue reports in formats that differ from those recommended in 
the SOP, anyone who does so should exercise care to ensure that the 
many unique reporting requirements of both Government Auditing 
Standards and Circular A-133 are met. In addition, paragraphs 
11.8 through 11.10 of the SOP discuss the auditors reporting re­
quirements and recommend report formats for program-specific 
audits under Circular A-133.
State and Local Compliance, Reporting, and Audit Requirements
In addition to the federal government's compliance, reporting, and 
audit requirements, governmental entities may be subject to spe­
cialized state or local requirements. Audit organizations should take 
appropriate steps to ensure that they have adequately considered 
such state and local requirements, as discussed in paragraphs 3.47 
and 3.48 of  Audits o f State and Local Governmental Units. Chapter 5
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of that Guide and SAS No. 74, Compliance Auditing Considerations 
in Audits o f Governmental Entities and Recipients o f Governmental 
Financial Assistance (AICPA, Professional Standards, vol. 1, AU 
sec. 801), discuss the auditors responsibility if he or she becomes 
aware that the auditee is subject to audit requirements that are 
not encompassed by the audit engagement.
FASB Statement No. 125 and Governments
Although Financial Accounting Standards Board (FASB) State­
ment of Financial Standards No. 125, Accounting for Transfers and 
Servicing o f Financial Assets and Extinguishments o f Liabilities, may 
not apply to governments, it may affect governments. According to 
its April 24 newsletter, the Government Finance Officers Associ­
ation explained:
Statement 125 affects counterparties to repurchase transactions 
with governments and may change the nature o f  the underlying 
repurchase agreement from a buy-sell transaction to a collateral­
ized loan. Treating repurchase transactions as collateralized loans 
would make them illegal for local governments in many states.
SAS No. 54 requires auditors to consider laws and regulations that, 
if noncompliance occurs, could have a direct and material effect on 
the financial statement amounts. Government Auditing Standards 
also requires auditors to test and report on compliance with laws 
and regulations. Because the issuance of FASB Statement No. 
125 has the potential to make certain repurchase transactions ille­
gal, auditors should be alert for possible violations of laws and 
regulations in this area. The AICPA Audit and Accounting Guide 
Audits o f State and Local Governmental Units, paragraph 7.11, dis­
cusses repurchase agreements in more detail. Further, paragraph 
7.25 of the Guide states that auditors should consider performing 
procedures, as appropriate, relative to whether there is compli­
ance with the following:
• Legal or official authority for all depositories and investments
• Laws, regulations, and investment policies governing the de­
posit, investment, and collateralization of public funds
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Attestation Engagements
What new guidance should auditors of state and local governmental units 
be aware o f with respect to attestation engagements?
Auditors of state and local governmental units may be requested to 
provide attestation services. Attest services can include, for exam­
ple, reports on descriptions of computer software; on investment 
performance statistics; on information supplementary to financial 
statements; on compliance with state or local laws, regulations, 
rules, or contracts not involving governmental financial assistance; 
and on descriptions of internal control.7
In January 1999, the ASB issued Statement on Standards for Attes­
tation Engagements (SSAE) No. 9, Amendments to Statement on 
Standards for Attestation Engagements Nos. 1, 2, and 3 (Amends 
SSAE No. 1, AICPA, Professional Standards, vol. 1, AT sec 100; 
SSAE No. 2, AICPA, Professional Standards, vol. 1, AT sec. 400; and 
SSAE No. 3, AICPA, Professional Standards, vol. 1, AT sec 500). 
This new SSAE—
• Enables a practitioner to report directly on specified subject 
matter, such as an entity’s internal control over financial re­
porting, rather than on management’s assertion about the 
internal control. In either case, the practitioner would con­
tinue to be required to obtain managements assertion as a 
condition of engagement performance.
• Eliminates, in certain cases, the requirement for a separate 
presentation of management's assertion if the assertion is 
included in the introductory paragraph of the practitioner’s 
report.
• Revises the reporting guidance on the SSAEs so that SSAE 
reports would contain elements that are similar to those in­
cluded in auditors’ reports on historical financial state­
ments, as prescribed in SAS No. 58, Reports on Audited 
Financial Statements (AICPA, Professional Standards, vol. 1, 
AU sec. 508).
7. This is not the same as the reports on internal control required by the Government 
Auditing Standards and Circular A -133.
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• Provides guidance on the relationship between the SSAEs 
and the Statements on Quality Control Standards.
Accounting Issues and Developments
The GASB has issued several new financial accounting or reporting 
standards applicable to state and local governments. Some of these 
standards are effective for the first time in 1999. Other standards 
will not be effective until after 1999; however, the GASB encour­
ages early application. Auditors should determine which standards 
a state or local government is either required to adopt in the current 
year or has elected to adopt early.
GASB Statements Effective During 1999
What GASB Statements become effective during the next year?
In October 1997, the GASB issued GASB Statement No. 32, 
Accounting and Financial Reporting for Internal Revenue Code Sec­
tion 457  Deferred Compensation Plans, which is effective for finan­
cial statements for periods beginning after December 31, 1998, 
or when plan assets are held in trust under the requirements of 
IRC sec. 457, subsection (g), if sooner. This Statement was issued 
as a result of amendments that were made in August 1996, to the 
provisions of IRC sec. 457, which require these plans to hold all 
assets in trust for the exclusive benefit of participants and their 
beneficiaries. Before this change, the amounts deferred under an 
IRC sec. 457 plan were legally the property of the governmental 
employer, subject only to the claims of the employers creditors. 
GASB Statement No. 2, Financial Reporting o f Deferred Compen­
sation Plans Adopted Under Provisions o f Internal Revenue Code 
Section 457, was based on that premise and, therefore, it generally 
required that IRC sec. 457 plans be displayed in an agency fund.
GASB Statement No. 32 rescinds GASB Statement No. 2 and 
establishes accounting and financial reporting standards for IRC 
sec. 457 deferred compensation plans of state and local govern­
mental employers. In addition, this Statement amends the invest­
ment guidance for IRC sec. 457 plans in GASB Statement No. 31,
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Accounting and Financial Reporting for Certain Investments and for 
External Investment Pools.
Under GASB Statement No. 32, an IRC sec. 457 deferred-com­
pensation plan that meets the criteria in National Council on 
Governmental Accounting (NCGA) Statement 1, Governmental 
Accounting and Financial Reporting Principles, paragraph 26(3)(8), 
for inclusion in the fiduciary funds of a government should be 
reported as an expendable trust fund in the financial statements of 
that government. Paragraph 26(3)(8) of NCGA Statement 1 states 
that trust and agency funds are used to account for assets held by 
a governmental unit in a trustee capacity or as an agent for indi­
viduals, private organizations, other governmental units, and/or 
other funds. Therefore, the government will need to exercise 
judgment in determining whether they have fiduciary account­
ability for IRC sec. 457 plans and whether they hold the assets in 
a trustee capacity. Research conducted by the GASB indicates 
that most sponsors of IRC sec. 457 plans have little administrative 
involvement and do not perform the investing functions for these 
plans. This is consistent with practice for other types of plans (for 
example, governments that have 401(k) or 403(b) plans or other de­
ferred-compensation plans currently determine if the NCGA crite­
ria apply to those plans). Governments generally have interpreted 
the NCGA guidance as not requiring the use of fiduciary funds in 
situations where assets are administered by a third party. As a result, 
since many governments rely on third parties to manage IRC sec. 
457 plan assets, the likely result of GASB Statement No. 32 is that 
many government employers that currently report IRC sec. 457 
plan assets on their balance sheet will no longer do so.
GASB Statements Effective After 1999, With Early 
Application Encouraged
What other GASB Statements have been issued recently?
GASB Statement No. 33, Accounting and Financial Reporting for 
Nonexchange Transactions, issued by the GASB in December 1998, 
establishes accounting and financial reporting standards for 
nonexchange transactions involving financial or capital resources
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(for example, most taxes, grants, and private donations). In a nonex­
change transaction, a government gives (or receives) value without 
directly receiving (or giving) equal value in return. The principal 
issue addressed in this Statement is the timing of recognition of 
nonexchange transactions.
GASB Statement No. 33 identifies four classes of nonexchange 
transactions based on shared characteristics that affect the timing 
of recognition:
1. Derived tax revenues, which result from assessments imposed 
on exchange transactions (for example, income taxes, sales 
taxes, and other assessments on earnings or consumption)
2. Imposed nonexchange revenues, which result from assess­
ments imposed on nongovernmental entities, including in­
dividuals, other than assessments on exchange transactions 
(for example, property taxes and fines)
3. Government-mandated nonexchange transactions, which 
occur when a government at one level provides resources to 
a government at another level and requires the recipient to 
use the resources for a specific purpose (for example, fed­
eral programs that state or local governments are mandated 
to perform)
4. Voluntary nonexchange transactions, which result from leg­
islative or contractual agreements, other than exchanges, en­
tered into willingly by the parties to the agreement (for 
example, certain grants and private donations)
GASB Statement No. 33 also distinguishes between two kinds of 
stipulations on the use of resources: time requirements and purpose 
restrictions. Time requirements affect the timing of recognition of 
nonexchange transactions; purpose restrictions affect the reporting 
of net assets, equity, or fund balances, as appropriate, but should 
not affect when a nonexchange transaction is recognized.
The timing of recognition for each class of nonexchange transac­
tion is as discussed in the following sections (assuming the accrual 
basis, except where indicated for revenue recognition).
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Derived Tax Revenues
The timing of recognition for—
• Assets is when the underlying exchange transaction occurs 
or resources are received, whichever is first.
• Revenues is when the underlying exchange transaction oc­
curs. (On the modified accrual basis of accounting, revenues 
should be recognized when the underlying exchange has 
occurred and the resources are available.) Resources re­
ceived before the underlying exchange has occurred should 
be reported as deferred revenues (liabilities).
Imposed Nonexchange Revenues
The timing of recognition for—
• Assets is when the government has an enforceable legal claim 
to the resources or resources are received, whichever is first.
• Revenues is in the period when use of the resources is re­
quired or first permitted by time requirements (for example, 
for property taxes, the period for which they are levied), or at 
the same time as the assets if the government has not estab­
lished time requirements. Resources received or recognized 
as receivable before the time requirements are met should be 
reported as deferred revenues. (For property taxes on the 
modified accrual basis, governments should apply NCGA 
Interpretation 3, as amended.)
Government-Mandated and Voluntary Nonexchange Transactions
Timing of recognition for—
• Assets (recipients) and liabilities (providers) is when all ap­
plicable eligibility requirements are met or resources are 
received, whichever is first. Eligibility requirements are 
established by the provider and may stipulate the qualifying 
characteristics of recipients, time requirements, allowable 
costs, and other contingencies.
• Revenues (recipients) and expenses/expenditures (providers) 
is when all applicable eligibility requirements are met. (On
60
the modified accrual basis, revenues should be recognized 
when all applicable eligibility requirements are met and the 
resources are available.) For transactions in which the 
provider requires the recipient to use (sell, disburse, or 
consume) the resources in or beginning in the following 
period, resources provided before that period should be 
recognized as advances (providers) and deferred revenues 
(recipients). For transactions, such as permanent or term 
endowments, in which the provider stipulates that resources 
should be maintained intact in perpetuity, for a specified 
number of years, or until a specific event has occurred, re­
sources should be recognized as revenues when received 
and as expenses/expenditures when paid.
GASB Statement No. 33 also provides guidance on recognizing 
promises made by private donors, contraventions of provider 
stipulations, and nonexchange revenues administered or collected 
by another government.
GASB Statement No. 33 is effective for financial statements for 
periods beginning after June 15, 2000, with earlier application 
encouraged. However, the provisions of the Statement for accrual- 
basis revenue recognition cannot become effective for govern­
mental activities until one or more GASB Statements requiring 
accrual-basis accounting for those activities become effective. 
Under the existing financial reporting models, the modified accrual 
provisions of GASB Statement No. 33 should be used for govern­
mental funds and expendable trust funds, and the accrual provi­
sions should be used for proprietary funds; nonexpendable, 
pension, and investment trust funds; colleges and universities; 
and entities that use proprietary fund accounting. Readers should 
refer to the full text of the Statement when considering account­
ing and reporting issues related to nonexchange transactions.
GASB Interpretations Effective After 1999, With Early 
Application Encouraged
In November 1997, the GASB issued GASB Interpretation No. 5, 
Property Tax Revenue Recognition in Governmental Funds, an Inter­
pretation o f NCGA Statement 1 and an Amendment o f NCGA Inter­
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pretation 3 , which is effective for financial statements for periods be­
ginning after June 15, 2000, with early application encouraged. 
This Interpretation amends NCGA Interpretation 3, Revenue Recog­
nition—Property Taxes, by modifying the definition of available as 
the term relates to property tax revenue recognition using the mod­
ified accrual basis of accounting. The effect of this amendment is to 
remove the “due” consideration from the definition of available 
established in NCGA Interpretation 3. The revised definition of 
available is as follows: “Available means collected within the current 
period or expected to be collected soon enough thereafter to be used 
to pay liabilities of the current period.” Auditors should note, how­
ever, that this Interpretation does not change the stipulation that the 
collection period after year end shall not exceed sixty days.
GASB Technical Bulletins
GASB issued TB No. 98-1, Disclosures about Year 2000 Issues, in 
October 1998, and 99-1, Disclosures about Year 2000 Issues— an 
amendment o f Technical Bulletin 98-1, in March 1999. These TBs 
and the related audit issues are discussed in the section titled 
“The Year 2000 Issue” in this Audit Risk Alert.
GASB Exposure Drafts Outstanding
Basic Financial Statements—and Management’s Discussion and  
Analysis—fo r State and Local Governments
Issued in January 1997, this exposure draft would make sweeping 
changes to the financial reporting standards for state and local 
governments. It proposed major changes in the areas of financial 
statement presentation, measurement focus, basis of accounting, 
capital asset reporting, and required supplementary information.
Due to the large number of public comments received, and the 
numerous issues raised, GASB continued its deliberations on this 
project for two years. As GASB continued to discuss the exposure 
draft and comments on it, decisions were reached with respect to 
a wide range of topics, including the following:
• The requirement in the exposure draft to use the flow of 
economic resources measurement focus and the accrual basis
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of accounting in government-wide (formerly entity-wide) fi­
nancial statements is carried forward to the final Statement.
• The requirement in the exposure draft to report fund 
type information as a separate and equal “fund perspec­
tive” has been eliminated in favor of a requirement for 
major fund financial statements presented in a manner 
that emphasizes the importance of funds both in their 
own right and in understanding the government-wide fi­
nancial statements.
• Governmental funds will continue to be reported using the 
flow of current financial resources measurement focus and 
the modified accrual basis of accounting.
• Proprietary funds will continue to be reported using the flow 
of economic resources measurement focus and the accrual 
basis of accounting.
• Infrastructure assets will be reported in the government­
wide financial statements at historical cost. (Estimated his­
torical cost may be used to report infrastructure assets at 
transition.)
• The requirement in the exposure draft to include manage­
m ent's discussion and analysis (MD&A) as RSI has been 
modified for the final Statement, as discussed below.
These are only a few of the decisions made. Additional information 
is available on the GASB Web site, http:Wwww.gasb.org. Auditors 
may want to start reviewing the requirements in the final standard 
and working with their clients to prepare for implementation. 
Watch the GASB's Web site for information about GASB State­
ment No. 34 and related GASB implementation guides (Q&As).
GASB has scheduled the issuance of the Statement for June 30, 
1999, and has agreed to a three-year phase-in approach to imple­
mentation:
• Phase one. Governments with total annual revenues of $100 
million or more would be required to implement the model 
for years beginning after June 15, 2001.
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• Phase two. Governments with total annual revenues of $10 
million or more, but less than $100 million would be granted 
one additional year (years beginning after June 15, 2002).
• Phase three. Governments with total annual revenues of less 
than $10 million would be given two additional years to im­
plement the new model (years beginning after June 15, 2003).
Prospective reporting of infrastructure assets in the statement of net 
assets is required beginning at the appropriate effective date (as de­
scribed here) of this Statement. Retroactive reporting of all major 
general governmental infrastructure assets is encouraged at that 
date. All major general governmental infrastructure assets should 
be reported retroactively (1) for fiscal years beginning after June 15, 
2005, for governments in phase one, and (2) for fiscal years begin­
ning after June 15, 2006, for governments in phase two. Phase 
three governments are encouraged but are not required to report 
general government infrastructure assets retroactively.
The AICPA is planning to publish a question-and-answer booklet 
in August on understanding and implementing the GASB's new 
reporting model. The objective of the publication is to present 
the requirements of the new Standard in an easily understandable 
format. It will also include tips on what governments (and their 
auditors) should begin doing now to ensure the proper imple­
mentation of the standard’s provisions. Watch the CPA Letter and 
Journal o f Accountancy for information on availability. Addition­
ally, the Audit and Accounting Guide Audits o f State and Local 
Governmental Units will be totally revised, to incorporate the new 
Standard, and an implementation guide will be published to as­
sist practitioners. Work on these two publications has just begun; 
final documents are not expected for one to two years.
Basic Financial Statements—and Management’s Discussion and  
Analysis—-for Public Colleges and Universities
The original exposure draft for this project was issued in April 1997. 
However, the GASB has tentatively decided to eliminate the separate 
reporting model for public colleges and universities, which was being 
based on the fund structure in the AICPA Audit and Accounting 
Guide Audits o f Colleges and Universities. That tentative decision
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would result in most of these institutions using the business-type ac­
tivities reporting guidance. A revised exposure draft on public col­
leges and universities is expected to be released in late June.
The Financial Reporting Entity: A ffiliated Organizations
Issued in December 1994, this exposure draft would establish stan­
dards to determine whether an organization should be classified as 
an affiliated organization and, if so, would establish criteria to de­
termine whether that affiliated organization is a component unit of 
a primary governments financial reporting entity. The GASB is ex­
pected to issue a final Statement by the end of 1999.
Superseded Audit Guides Still Required Under GASB Standards
In addition to its effects on other pronouncements, the AICPA 
Audit and Accounting Guide Not-for-Profit Organizations super­
sedes the following three AICPA Audit and Accounting Guides:
• Audits o f Voluntary Health and Welfare Organizations
• Audits o f Colleges and Universities
• Audits o f Certain Nonprofit Organizations
These guides were last updated in 1994; however, they continue to 
be applicable to governmental entities because the GASB literature 
references them. When consulting these publications for accounting 
guidance, readers should use caution. Readers should consider 
whether accounting guidance issued subsequent to the last update 
(as described in each publication) affects the guidance contained in 
the publications.
AICPA Pronouncement Effective in 1999
In March 1998, the Accounting Standards Executive Committee 
(AcSEC) issued SOP 98-2, Accounting for Costs o f Activities o f 
Not-for-Profit Organizations and State and Local Governmental 
Entities That Include Fund Raising. The SOP applies to all non­
governmental not-for-profit organizations (NPOs) and all state 
and local governmental entities that solicit contributions. This 
SOP requires the following:
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1. If the criteria of purpose, audience, and content as defined 
in this SOP are met, the costs of joint activities that are 
identifiable with a particular function should be charged to 
that function, and joint costs should be allocated between 
fund raising and the appropriate program or management 
and general function.
2. If any of the criteria of purpose, audience, and content are 
not met, all costs of the activity should be reported as fund­
raising costs, including costs that otherwise might be consid­
ered program or management and general costs if they had 
been incurred in a different activity, subject to the exception 
in the following sentence. Costs of goods or services provided 
in exchange transactions that are part of joint activities, such 
as costs of direct donor benefits of a special event (for exam­
ple, a meal), should not be reported as fund raising.
3. Cost-allocation methodologies are rational and systematic, 
and result in allocations of joint costs that are reasonable, and 
applied consistently given similar facts and circumstances.
4. Certain financial statement disclosures must be made if joint 
costs are allocated.
The SOP also describes and illustrates some commonly used and 
acceptable allocation methods, although no methods are pre­
scribed or prohibited. The SOP amends existing guidance in 
AICPA Audit and Accounting Guides Audits o f State and Local 
Governmental Units, Health Care Organizations, and Not-for-Profit 
Organizations (which was issued in August 1996 and supersedes 
SOP 87-2, Accounting for Joint Costs o f Informational Materials 
and Activities o f Not-for-Profit Organizations That Include a Fund- 
Raising Appeal, because the provisions of SOP 87-2 are incorpo­
rated into the Guide).
The SOP is effective for financial statements for years beginning 
on or after December 15, 1998. Earlier application is encouraged 
in fiscal years for which financial statements have not been issued. 
If comparative financial statements are presented, retroactive appli­
cation is permitted but not required.
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Other Accounting Matters
Pension Plan Reporting
GASB Statement No. 25, Financial Reporting for Defined Benefit 
Pension Plans and Note Disclosures for Defined Contribution Plans, 
requires that if more than one defined benefit pension plan is re­
ported in a sponsoring or employer government's financial report, 
each plan should be reported separately. The Basis for Conclusions 
section of that Statement says that the requirement for separate 
reporting can be met by presenting combining financial statements 
as well as tables or schedules of note disclosures and required 
supplementary information. Question 117 of the GASB's Guide to 
Implementation o f GASB Statements 25, 26, and 27 on Pension Re­
porting and Disclosure by State and Local Government Plans and Em­
ployers addresses how a sponsoring or employer government should 
present the required combining statements of plan net assets and 
changes in plan net assets (1) in the governments CAFR and (2) 
when the general-purpose financial statements (GPFS) are lifted 
and issued separately. That implementation guide explains that a 
government can include more than one defined benefit pension 
plan as pension trust funds in its CAFR in a number of ways. A 
method commonly used in practice, it says, is to (1) include the 
plan assets, plan liabilities, and plan net assets of all defined benefit 
pension plans in the trust and agency funds column of the com­
bined balance sheet—all fund types, account groups, and discretely 
presented component units; (2) present a combining statement of 
changes in plan net assets in the GPFS; and (3) present a combin­
ing statement of plan net assets in the combining and individual 
funds financial statements for trust and agency funds. However, it 
cautions that if a government separately issues the GPFS, both of 
the combining financial statements required by GASB Statement 
No. 25 should be included in or with the GPFS.8
8. Some governmental entities that prepare a CAFR often separately issue a GPFS. 
GASB Codification section 1900, Financial Reporting, paragraph .112, explains that 
this is done, for example, for inclusion in official statements for bond offerings and 
for widespread distribution to  users requiring less detailed information about the 
governmental entity’s finances than is contained in the CAFR.
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Auditors should determine whether their governmental clients that 
report more than one defined benefit pension plan intend to issue 
separate CAFRs and GPFSs. If so, the auditor should consider advis­
ing those clients to include the combining financial statements re­
quired by GASB Statement No. 25 as part of the CAFR's basic 
financial statements. If this is done, the basic financial statements, 
notes to financial statements, and required supplementary informa­
tion can be easily “lifted” to create the separate GPFS. If the client 
does not include the combining financial statements required by 
GASB Statement No. 25 as part of the CAFR's basic financial state­
ments, the auditor should communicate with the client that the basic 
financial statements, notes to financial statements, and required sup­
plementary information will not constitute a GAAP presentation if 
separately issued as a GPFS. Further, the audit organization should 
not provide that client with an auditor s report on the financial state­
ments for the GPFS stating that the presentation is in conformity 
with GAAP unless the combining financial statements required by 
GASB Statement No. 25 are included in or with the GPFS.
School District Fund-Raising Foundations
It is increasingly common for school districts to receive support 
from legally separate fund-raising foundations organized by outside 
parties for the purpose of providing that support. For example, par­
ents of school-age children may incorporate a foundation to raise 
and provide support for information technology and athletic pro­
grams for a school district that cannot otherwise afford those pro­
grams. The GASB has not yet issued definitive guidance concerning 
whether, when, and how such fund-raising foundations should 
be reported as part of the school district's financial reporting en­
tity, although it does have an “affiliated organizations” project on 
its agenda. (See the previous discussion on GASB exposure drafts 
outstanding.) In the meantime, auditors should be guided by the 
provisions of GASB Codification section 2100, Defining the Finan­
cial Reporting Entity, paragraph .111, which states that the finan­
cial reporting entity consists of, among other component units, 
“other organizations for which the nature and significance of their 
relationship with the primary government are such that exclusion 
would cause the reporting entity’s financial statements to be mis­
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leading or incomplete.” Codification section 2100.140 states that 
organizations should be evaluated as potential component units if 
they are closely related to the primary government and that it is a 
matter of professional judgment to determine whether the nature 
and the significance of a potential component unit's relationship 
with the primary government warrants inclusion. The Codifica­
tion's example of an affiliated organization that may be evaluated 
for inclusion under this criterion is a nonprofit corporation whose 
purpose is to benefit a governmental university by soliciting con­
tributions and managing those funds, which is similar to a school 
district fund-raising foundation. Therefore, auditors may need to 
evaluate whether such school district fund-raising foundations 
should be included as a component unit in the school district's 
financial reporting entity.
References for Additional Guidance
AICPA
Publications
The following are some AICPA publications that may be of inter­
est to auditors of state and local governmental units.
• Audit and Accounting Guide Audits o f State and Local Gov­
ernmental Units (Product No. 012059)
• SOP 98-2, Accounting for Costs o f Activities o f Not-for-Profit 
Organizations and State and Local Governmental Entities 
That Include Fund Raising (Product No. 014887)
• SOP 98-3, Audits o f States, Local Governments, and Not-for- 
Profit Organizations Receiving Federal Awards (Product No. 
014904)
• Auditing Recipients o f Federal Awards: Practical Guidance for 
Applying OMB Circular A-133, Audits of States, Local Gov­
ernments, and Non-Profit Organizations—This Practice 
Aid contains comprehensive analyses of, as well as guidance 
on, applying OMB Circular A-133. It includes numerous 
audit checklists and illustrative examples that will help audi-
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tors perform audits that comply with regulations. For a 
more detailed description of this practice aid, see the section 
of this Audit Risk Alert titled “Guidance for Implementing 
Circular A-133.”
• Checklists and Illustrative Financial Statements for State and 
Local Governmental Units (Product No. 008707)
• Considering Fraud in a Financial Statement Audit: Practical 
Guidance for Applying SAS No. 82—This practice aid walks 
auditors through issues likely to be encountered in apply­
ing SAS No. 82, Consideration o f Fraud in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU 
sec. 316), to audits, including valuable tools such as sample 
documentation. It also provides specific guidance on apply­
ing the concepts of the SAS to various industries, including 
government (Product No. 008883).
• Internal Control—Integrated Framework (No. 990009)— 
This report was commissioned by the Committee of Spon­
soring Organizations of the Treadway Commission (COSO) 
to establish a common definition of internal control that 
serves the needs of different parties for not only assessing 
their control systems, but also determining how to im­
prove them; also available as a software package (Product 
No. 990004) to help users identify and report on potential 
control deficiencies.
Continuing Professional Education Courses
The AICPA offers CPE in the form of both group-study and 
self-study courses. Group-study courses include the following:
• Audits of HUD-Assisted Projects
• Advanced Auditing of HUD-Assisted Projects
• Compliance Auditing
• Governmental Auditing and Accounting Update
• Solving Complex Single Audit Issues for Governmental and 
Nonprofit Organizations
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• Single Audit Requirements for Nonprofit and Government 
Organizations
• Workpaper Preparation Techniques for Government and 
Nonprofit Organizations
• Yellow Book: Government Auditing Standards
• Subrecipient Monitoring
• Applying Fraud SAS No. 82 in Government and Not-for- 
Profit Audits
Self-study courses include the following:
• Joint and Indirect Cost Allocations for Governmental and 
Nonprofit Organizations: How to Prepare and Audit Them
• Audits of Public and Indian Housing Authorities
• Performance Auditing
• Introduction to Governmental Accounting
• Solving Complex Single Audit Issues for Government and 
Nonprofit Organizations
• Single Audit Requirements for Nonprofit and Govern­
mental Organizations
• How to Perform an Audit of a State or Local Government
• Yellow Book: Government Auditing Standards
• Fraud in Governmental and Not-for-Profit Audits: The 
Auditor’s Responsibilities Under SAS No. 82
• HUD Audits: A Comprehensive Guide
• Governmental Auditing and Accounting Update (1999-2000 
Edition)
• Subrecipient Monitoring
• Compliance Auditing
The following video courses are also available:
71
• Governmental Accounting and Auditing Update (1999-2000 
Edition)
• HUD Audits: A Comprehensive Guide
• Solving Complex Single Audit Issues for Government and 
Nonprofit Organizations
• Workpaper Preparation Techniques for Government and 
Nonprofit Organizations
• Yellow Book: Government Auditing Standards
To order AICPA products, call (888) 777-7077 (menu selection #1); 
write AICPA Order Department, P.O. Box 2209, Jersey City, NJ 
07303-2209; or fax (800) 362-5066. The best times to call are 
8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., EST. Also, visit 
the AICPA’s Web site (http://www.aicpa.org) to obtain product 
information and place online orders.
Industry Conferences
The AICPA will hold its sixteenth annual National Govern­
mental Accounting and Auditing Update Conference on Au­
gust 2-3, 1999, in Washington, DC, and again on September 
27-28, 1999, in Phoenix, Arizona. This high-level conference is 
designed for practitioners; officials working in federal, state, or 
local governmental finance and accounting; and recipients of 
federal awards. It is the premier forum for the discussion of im­
portant governmental accounting and auditing developments. 
Participants will receive updates on current issues, practical ad­
vice, and timely guidance on recent developments from experts. 
The AICPA also offers an annual training program called the 
National Governmental and Not-for-Profit Training Program. 
This year's program will be held on October 25-27, 1999, in 
Salt Lake City, Utah. It is designed for practitioners or accoun­
tants, auditors, and other staff in government who want in- 
depth, hands-on training in government accounting and 
auditing. For more information about the conference or the 
training program, please call the AICPA CPE Conference Hot­
line at (888) 777-7077.
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Accounting and Auditing Technical Hotline
The Technical Hotline answers members’ inquiries about account­
ing, auditing, attestation, compilation, and review services. Call 
(888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answers inquiries 
concerning independence and other behavioral issues related to 
the application of the AICPA Code of Professional Conduct. Call 
(888) 777-7077.
AICPA Home Page
The AICPA has established a home page on the World Wide Web. 
AICPA Online, the AICPA’s Web site at http://www.aicpa.org, 
offers members a unique opportunity to stay abreast of develop­
ments in accounting and auditing. CPAs can benefit tremen­
dously by using online resources such as professional news, 
membership information, state and federal legislative updates, 
AICPA press releases, speeches, and exposure drafts, among other 
things. There is also a “Talk to Us” section for members who want 
to send email messages directly to AICPA representatives or teams. 
Also, with a comprehensive list of links to other accounting- and 
finance-related sites, AICPA Online serves as a gateway to addi­
tional Internet resources. There is a separate section that deals with 
single audit issues. It can be found at http:\\www.aicpa.org\belt\ 
a133main.htm. Also, CPAs that work in government should note 
that there is a separate section of the AICPA home page devoted 
specifically to them. It can be found at http://www.aicpa.org/ 
members/div/cpagov/index.htm.
Fax Hotline
The AICPA has a twenty-four-hour Fax Hotline that enables 
members to obtain pertinent information from a fax machine 
twenty-four hours a day, seven days a week. Current AICPA com­
ment letters, conference brochures and registration forms, CPE 
information, AcSEC actions, and legislative news are some of the 
kinds of documents that can be retrieved on the Fax Hotline. To
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access the hotline, dial (201) 938-3787 from a fax machine, follow 
the voice cues, and when prompted, provide the number(s) of the 
document(s) desired. A list of all items available through this ser­
vice may be obtained via the Fax Hotline by entering document 
number 1.
Governmental Accounting Standards Board
The GASB offers the following publications and services:
• Codification o f Governmental Accounting and Financial Report­
ing Standards, as of June 3 0 , 1998 (GCD98). An edition as of 
June 30, 1999, is expected to be issued in late summer 1999.
• GASB Original Pronouncements, as of June 30, 1998 
(GOP98)—An edition as of June 30, 1999, is expected to 
be issued in late summer 1999.
• GASB Implementation Guides—These question-and-answer 
special reports are an occasional service containing imple­
mentation guidance for GASB standards. To date, the 
GASB has issued Implementation Guides for GASB State­
ment Nos. 3, 9, 10, 14, 25-27, and 31.
• GASB Home Page—Information about the GASB can be 
found on its Web site, http://www.gasb.org. Items that can 
be found include “Facts about GASB,” summaries of all 
final GASB documents and of current due process docu­
ments, a list of publications, a list of board members and 
staff with their email addresses, and the technical plan for 
the current quarter.
• Fax Information System—The GASB has a twenty-four- 
hour fax system that enables interested persons to obtain 
information on upcoming meetings, the current technical 
plan, and “Facts about GASB.” To access the system, dial 
(203) 847-0700, extension 14, from a fax machine, and 
follow the voice cues.
• GASB Action Report—This is a monthly newsletter.
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• Governmental Accounting Research System (GARS)— 
This information-based software package allows research 
on GASB literature.
GASB publications and services can be obtained by calling the 
GASB Order Department at (800) 748-0659.
Federal Agencies— Administrative Regulations
Most federal agencies issue general administrative regulations 
that apply to their programs. These regulations provide general 
rules on how to apply for grants and contracts, how grants are 
made, the general conditions that apply to and the administrative 
responsibilities of grantees and contractors, and the compliance 
procedures used by the various agencies. The regulations are in­
cluded in the Code o f Federal Regulations.
In 1988, a final rule, Uniform Administrative Requirements for 
Grants and Cooperative Agreements with State and Local Govern­
ments, was published, establishing a common rule (known as the 
A-102 Common Rule) to create consistency and uniformity among 
federal agencies in the administration of grants to and cooperative 
agreements with state, local, and federally recognized Indian 
tribal governments. The A-102 Common Rule has been codified 
in each federal agency’s portion of the Code o f Federal Regulations. 
Appendix II of the OMB Circular A -133 Compliance Supplement 
indicates where the various federal agencies have codified the A-102 
Common Rule and Appendix I indicates the federal programs 
that are exempt from the A-102 Common Rule.
General Accounting Office
GAO publications and services include the following:
• Government Auditing Standards, 1994 Revision—These 
Standards, also referred to as the Yellow Book, relate to au­
dits of government organizations, programs, activities, and 
functions, and of government funds received by contractors, 
nonprofit organizations, and other nongovernment orga-
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nizations. The Standards incorporate the AICPA Statements 
on Auditing Standards for fieldwork and reporting, and pre­
scribe the additional Standards needed to meet the more 
varied interests of users of reports on governmental audits. 
The Standards pertain to the auditor's professional qualifica­
tions, the quality of the audit effort, and the characteristics 
of professional and meaningful audit reports. The Standards 
are available on the GAO home page at http://www.gao. 
gov/govaud/ybk01.htm. An interactive version of Govern­
ment Auditing Standards is also available on the IGnet home 
page (http://www.ignet.gov). Printed Standards are also for 
sale from the Government Printing Office (GPO), Superin­
tendent of Documents, Washington, DC 20401; telephone 
(202) 783-3238; telefax (202) 512-2250; Stock No. 
020-000-00-265-4. Auditors should note that the GAO is 
currently working on revisions to Government Auditing 
Standards, one of which has been issued. (See the related dis­
cussion in the section of this Audit Risk Alert titled “Regula­
tory, Legislative, and Other Developments.”)
• Interpretation o f Continuing Education and Training Require­
ments—This provides guidance to audit organizations and 
individual auditors on implementing the CPE require­
ments of Government Auditing Standards (April 1991, 
020-000-00250-6). This Interpretation is available on the 
GAO home page at http://www.gao.gov/govaud/ybk01.htm.
• Information Systems Controls Audit Manual—This guide is 
a companion to the GAO's Financial Audit Manual and 
discusses the control objectives that auditors should con­
sider when assessing computer-related controls. It provides 
examples of control techniques commonly used at federal 
agencies along with suggested audit procedures 
(GAO/AIMD-12.19.6). It is posted on the GAO Web site 
under Special Publications.
• How to Get Action on Audit Recommendations—This guide 
is designed to help auditors get more action and better results 
from their audit work through quality recommendations, 
commitments, aggressive monitoring and follow-up, and
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special attention to key recommendations (July 1991, 
GAO/OP-9.2.1).
• GAO on the World Wide Web—The GAO issues hundreds 
of reports and testimony to the Congress each year on a 
wide variety of subjects, including accounting and budget­
ing and financial management. Now the full text of GAO 
products can be retrieved via the Internet. The GAO's home 
page is at http://www.gao.gov. A section of the GAO's home 
page is devoted specifically to Government Auditing Stan­
dards (http://www.gao.gov/govaud/ybk01.htm). Service is 
available twenty-four hours a day. Full text files are available 
in PDF (Portable Document Format), HTML (hyper-text 
mark up language), or both. ASCII files are available 
through a direct link from the home page. For information 
on how to access GAO reports or other documents on the 
Internet, send an email message to info@www.gao.gov. 
The GAO's home page is updated daily and includes—
— The GAO Daybook, a daily listing of released reports and 
testimony.
— An electronic version of Government Auditing Standards.
— An electronic version of Interpretation o f Continuing 
Education and Training Requirements.
— The monthly Catalog of Reports and Testimony (with 
links to most documents listed).
— Reports and testimony released since the last monthly 
catalog.
— Comptroller General decisions and legal opinions.
— GAO Policy Documents.
— Special Publications, including GAO Annual Index and 
GAO Annual Report.
Unless otherwise noted above, requests for copies of the publica­
tions described above should be sent to the GAO, P.O. Box 
37050, Washington, DC 20013. The telephone number is (202) 
512-6000. Orders may also be placed by using the fax number 
(202) 512-6061.
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Office of Management and Budget
Circulars
The OMB issues grants management circulars to establish uni­
form policies and rules to be observed by federal agencies for the 
administration of federal grants. Federal agencies then adopt 
these circulars in their regulations. The process for issuing grants 
management circulars includes due process, with a notice of any 
proposed changes in the Federal Register, a comment period, and 
careful consideration of all responses before issuance of final 
circulars. Circulars and other documents relevant to audits of 
state and local governmental units are listed in the following 
table. For copies of circulars and bulletins, write or call the Office 
of Administration, Publications Office, Room 2200, New Execu­
tive Office Building, Washington, DC 20503; telephone (202) 
395-7332, or check the OMB home page at http://www.white- 
house.gov/OMB/grants. An alternate address is the IGnet home 
page at http://www.ignet.gov.
OMB Circulars Relevant to Audits of State and Local Governments and
Not-for-Profit Organizations
Circular Number Applicability Issue Date
A -2 1  (R evised) C o st p rin cip les for ed u cation al in stitu tio n s O cto b er  1 9 9 8
A - 8 7  (R evised) C o st p rin cip les for state, local, an d  Indian  
tribal gov ernm ents
A u gu st 1 9 9 7
A - 1 0 2  (R evised) G rants an d  cooperative agreem ents w ith  
state and  local govern m en ts
A u gu st 1 9 9 7
A - 1 10 (R evised) U n ifo rm  adm inistrative requirem ents for 
grants an d  agreem ents w ith  in stitu tio n s  
o f  h igh er ed u cation , h osp ita ls, an d  oth er  
n o n p ro fit organizations
A u gu st 1 9 9 7
A - 1 2 2  (R evised) C o st prin cip les for n o n p ro fit organizations M a y  1 9 9 8
A - 1 3 3  (R evised) A u d its o f  states, local govern m en ts, and  
n o n p ro fit organizations
June 1 9 9 7
OMB Circular A-133 Compliance Supplement
The OMB Compliance Supplement (1999 version) sets forth the 
major federal compliance requirements that should be considered
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in a single audit of states, local governments, and not-for-profit or­
ganizations that receive federal awards. The 1999 revision to the 
Supplement was issued in May 1999. A separate discussion of the 
Compliance Supplement appears in the section of this Audit Risk 
Alert titled “Regulatory, Legislative, and Other Developments.”
Other Guidance
The Catalog o f Federal Domestic Assistance (CFDA) is a govern­
ment-wide compendium of federal programs, projects, services, 
and activities that provide assistance or benefits to the American 
public. The General Services Administration (GSA) is responsi­
ble for the dissemination of federal domestic assistance informa­
tion through the catalog and maintains the information database 
from which program information is obtained. A searchable version 
of the CFDA is available on the GSA home page, which is cur­
rently located at http://www.gsa.gov/fdac.
Program information provided by the catalog includes authorizing 
legislation and audit requirements. The GSA makes copies available 
to certain specified national, state, and local government offices. 
Catalog staff may be contacted at (202) 708-5126. The catalog may 
be purchased from the GPO by calling (202) 783-3238.
Program information is also available in a machine-readable for­
mat. The tape may be purchased by writing the Federal Domestic 
Assistance Catalog Staff (WKU), General Services Administra­
tion, Ground Floor, Reporters Building, 300 Seventh Street, SW, 
Washington, DC 20407, or calling (202) 708-5126.
PCIE Audit Committee Guidance
The PCIE Audit Committee publishes supplemental, nonau­
thoritative guidance for federal officials addressing issues arising 
from the implementation of the Single Audit Act and related 
OMB Circulars.
Over the years, the PCIE Audit Committee (or its predecessors) 
has issued a total of six position statements. Most of these position 
statements were developed to address issues related to audits con­
ducted under the Single Audit Act of 1984, OMB Circular A-128,
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Audits o f State and Local Governments, and the March 1990 version 
of Circular A-133. Only PCIE Statement No. 4, which estab­
lishes uniform procedures for referrals of substandard audits to 
state boards of accountancy and the AICPA, continues to be ap­
plicable to audits conducted under the Single Audit Act Amend­
ments of 1996 or the June 1997 Circular A-133.
PCIE Statement No. 4 is available from the U.S. Department of 
Education, Office of the Inspector General, Technical and Nonfed­
eral Audit Staff, 600 Independence Avenue, SW, Washington, DC 
20202-1510; telefax (202) 205-8238. It is also available on IGnet, 
the Inspectors General Internet site, in the Single Audit Library. The 
Internet address is http://www.ignet.gov/ignet/single/pcie.html.
Note that the PCIE Audit Committee is also responsible for devel­
oping nonfederal audit review guidelines in the form of a desk review 
checklist and a quality control review checklist. A separate discussion 
of these checklists appears in the section of this Audit Risk Alert ti­
ded “Regulatory, Legislative, and Other Developments.”
Government Finance Officers Association
The address, telephone number, and fax number of the Government 
Finance Officers Association (GFOA) are 180 N. Michigan Avenue, 
Suite 800, Chicago, IL 60601-7476; phone (312) 977-9700; fax 
(312) 977-4806; Internet address: http://www.gfoa.org. GFOA 
publications include the following:
• Governmental Accounting, Auditing, and Financial Reporting 
(GAAFR)—The 1994 GAAFR, which includes only ac­
counting standards issued through 1994, provides detailed 
professional guidance on the practical application of 
GAAP to state and local governments. Discussions cover 
both the implementation of authoritative standards and 
current practice. Chapters are accompanied by detailed 
journal entries that tie to a complete illustrative compre­
hensive annual financial report. Special chapters are de­
voted to auditing, state governments, and special entities. 
An extensive glossary and model chart of accounts are also 
provided, along with both a general index and an index of
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journal entries. (The GAAFR Study Guide is also available 
to assist those wishing to use the GAAFR for instructional 
or self-study purposes.)
• The GAAFR Review Guide to GASB Pronouncement—This 
book presents edited articles from the GFOA newsletter 
GAAFR Review that cover all of the statements and interpre­
tations issued by the GASB through February 1996. It also 
includes relevant articles from the newsletter on the proper 
application of the provisions of GASB pronouncements.
• Recommended Practices for State and Local Governments— 
The 1999 update is a compilation of recommended prac­
tices in public financial management. They are intended to 
identify enhanced techniques and provide effective strate­
gies for state and local governments. The recommended 
practices are presented in the areas of accounting, auditing, 
and financial reporting; cash management; budgeting and 
financial management; debt management; and retirement 
and benefits administration.
• A Preparer’s Guide to Note Disclosures—This guide provides 
comprehensive coverage of thirty-six key disclosure topics 
for state and local government financial statements.
• An Elected Officials Guide to Auditing—This guide provides 
elected officials, management, and other nonaudit profes­
sionals with practical information concerning the audit 
process for state and local governments.
• Audit Management Handbook—This handbook on audit 
management is intended for state and local governments 
and CPA firms that are involved in obtaining or perform­
ing financial audits. It provides information on all aspects 
of the audit management process, including establishing the 
scope of the audit, audit procurement (including a model 
request for proposal), monitoring the audit, and the reso­
lution of audit findings.
• An Elected Official’s Guide to Internal Control and Fraud 
Prevention—This booklet explains the nature and purpose
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of internal controls and how those controls can be made 
more effective at all levels. It also presents examples of some 
of the types of fraud encountered in the public sector.
• A Guide to Arbitrage Requirements for Governmental Bond Is­
sues and 1994 Supplement—These two publications present 
a comprehensive overview of federal arbitrage requirements.
• Financial Reporting Series. These books contain informa­
tion and creative examples of how governments present 
specific financial reporting information:
— Volume 5, Illustrations o f Interim Financial Statements o f 
State and Local Governments
— Volume 9, Illustrations o f Popular Reports o f State and 
Local Governments
This Audit Risk Alert replaces State and Local Governmental Devel­
opments— 1998. The State and Local Governmental Developments 
Audit Risk Alert is published annually. As you encounter audit or 
industry issues that you believe warrant discussion in next year’s 
Alert, please feel free to share them with us. Any other comments 
that you have about the Alert would also be greatly appreciated. 
You may email these comments to sfrohlich@aicpa.org or write to:
Susan Frohlich 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Practitioners should also be aware of the economic, regulatory, and 
professional developments described in Audit Risk Alert—1998/99 
(Product No. 022223), Compilation and Review Alert—1998/99 
(Product No. 022222), and the 1999/2000 version of these publi­
cations to be issued later in 1999, which may be obtained by call­
ing the AICPA Order Department at 1-888-777-7077.
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APPENDIX
The Internet— An Auditor’s Research Tool
If used properly, the Internet can be a valuable tool for auditors. 
Through the Internet, auditors can access a wide variety of global 
business information. For example, information is available relat­
ing to professional news, state CPA society information, Internal 
Revenue Service information, software downloads, university re­
search materials, currency exchange rates, stock prices, annual 
reports, and legislative and regulatory initiatives. Not only are 
such materials accessible from the computer, but they are available 
at any time, often free of charge.
A number of resources provide direct information, whereas others 
may simply point to information inside and outside of the Inter­
net. Auditors can use the Internet to—
• Obtain audit and accounting research information.
• Obtain texts, such as audit programs.
• Discuss audit issues with peers.
• Communicate with audit clients.
• Obtain information from a client's Web site.
• Obtain information on professional associations.
There are caveats to keep in mind when using the Internet. Reliabil­
ity varies considerably. Some information on the Internet has not 
been reviewed or checked for accuracy; caution is advised when ac­
cessing data from unknown or questionable sources. Although a 
vast amount of information is available on the Internet, much of it 
may be of little or no value to auditors. Accordingly, auditors should 
learn to use search engines effectively to minimize the amount of 
time browsing through useless information. The Internet is best 
used in tandem with other research tools, because it is unlikely that 
all desired research can be conducted solely from Internet sources.
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The following listing summarizes the various Web sites of many of 
the organizations referred to in this Audit Risk Alert, as well as oth­
ers that auditors of state and local governments may find useful.
Organization
American Institute o f  CPAs
Department o f  Education Office o f  Inspector 
General Non-Federal Audit Team
Department o f  Housing and Urban 
Developm ent Office o f  Inspector General
Federal Audit Clearinghouse 
FinanceNet
Financial Accounting Standards Board
General Accounting Office 
Main page
Government A uditing Standards section 
General Services Administration 
Government Finance Officers Association 
Governmental Accounting Standards Board 
House o f  Representatives
IGnet
Main page
Single audit library
IRS Digital Daily 
Library o f  Congress
National Archives and Records Administration 
(to search Code o f  Federal Regulations and 
Federal Register)
Office o f  M anagement and Budget 
Main page
Grants management section 
Securities and Exchange Commission 
Senate
Thomas Legislative Search
Web Site Address
http://www.aicpa.org 
http://www.gvi.net/~edoig/
http://www.hud.gov/oig.html
http://harvester.census.gov/sac 
http://www.financenet.gov  
http://www.fasb.org
http://www.gao.gov
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